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Dear Shareholders:

2007 proved to be an exceptional year for Polycom. We closed out the year having demonstrated _
substantial growth in revenue, profitability and operating cash flow, and established z solid Net Revenues 19299
foundation to drive growth long term. Highlights of our 2007 financial performance include: (% millions) ‘

i

= Record revenues of $929.9 million, representing annual growth of 36% (20% excluding 56824

Our record-setting performance in 2007 underscores our unigue value proposition to
customers and the strong underlying market demand for enterprise-wide collaboration

the Spectralink acquisition); $5807
* Record revenue run-rate of over $1 biilion during the fourth quarter of 2007, $540.3 | I
solutions.

» Record Non-GAAP net income of $128.9 million, representing annual growth of 31%; and $4204
= Record operating cash flow of $149.5 million. I

201 2004 2005 2006 2007

Unique Value Proposition

Qur success and leadership in the industry is predicated on our customer-centric strategy. It shapes our product development initiatives,
defines our go-to-market strateqy, and differentiates us from the competition. We oifer our customers a truly unique portiolio comprised
of an innovative suite of best-in-breed collaboration solutions, a compelling delivery model through our strategic and reseller partnerships,
and an unmatched services platform. In turn, we enable our customers to collaborate at a distance - in meeting rooms, at their desks, and
while mobile. Recognizing that a compelling value proposition is anly half the battle, we made excellent progress throughout the year in
strengthening our strategic partnerships and global channel partner network, while investing in our direct-touch sales force. With this
improved go-to-market strategy, we are positioned to leverage the global need for collaboration solutions and deliver our unique value
proposition to more custorers around the world.

Market Dynamics
Several drivers have converged simultaneously to create unprecedented demand for Unified Collaboration Solutions.

Globalization of the Enterprise

Globalization of the enterprise is a paradigm shift in business affecting the entire industrialized world and an increasing share of emerging
markets. Companies are expanding rapidly across geographies, and workforces are increasingly becoming more mobile. Whether it is
distant design centers, sales channels, manufacturing operations, business process outsourcing, or the geographic dispersion of educational
or government activities, workforces are increasingly turning to cur sclutions to collaborate effectively, on-demand, and from any location.

Proliferation of Clean Technology

The public is demanding that companies reduce carbon emissions through the adoption of clean technologies and processes. In many
countries, government mandates are requiring companies to reduce carbon footprints. An increasing number of companies are adopting
our solutions as an effective method of complying with these mandates and meeting internal green initiatives.

Travel and Transpartation Cost Controls

With the cost of travel and transportation increasing dramatically over the last year, companies around the world are seeking ways to
significantly reduce travel spending and other related costs. Further, with an uncertain macroeconomic environment, companies have begun
to implement corporate wide cost contral initiatives. By adopting our video, voice, and content solutions, companies can significantly reduce
unnecessary travel costs on Day 1 of implementation.

The abitity to improve productivity, drive higher efficiencies, and reduce unnecessary costs across the enterprise is at the heart of these
global market dynamics. For these reasons, IP-based collaboration technology is once again a top-10 CIO budget priority for the third year
in a row!. Increasingly, ClOs and other operating executives are tapping into our powerful platform to enable improved top and bottom
line performance.

Key Polycom Milestones

Over the last year, we reached severzl important milestones and achievements. We made significant advances in our strategic and channet
partnerships, our sales force and our collaboration solutions, and successfully completed a very important strategic acquisition in Spectralink,
While the true test of our product leadership is determined by our valued customers, we were pleased 1¢ be recognized as a leader in the
collaboration space by several industry analysts.
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Strategic Partnerships

Strategic partnerships are a key element of our go-to-market strategy. With collaboration technology as a core platform for customer
networks, our standards-based integration with virtually all of the major call management and presence based unified communications

and service provider partners enables us to deliver a seamless solution in any network environment. For example, we announced a new
partnership with Microsoft in the fourth quarter, providing integrated VolP handsets with their Office Communications Server 2007 offering.
We also expanded our relationship with Nortel by adding our HD video and telepresence solutions 10 their existing offerings. In addition,
our partners AT&T, BT Conferencing, Cisco, Easynet, Telstra, and Verizon launched new video managed services based on our leading
solution suite. Of course, our partnerships with Alcatel-Lucent, Avaya, IBM, and many others are continuing to thrive as we together provide
an integrated collaboration solution.

Direct-Touch Sales Force and Channel Network

We added almest 250 sales people during 2007, focusing our investment in the fastest growing geographies and vertical markets, In concert
with these additions, we stratified our sales force into core competencies, comprised of global accounts, large regional enterprises and
emerging companies. We believe early returns are already visible in Europe and Asia, where we first implemented these enhancements to
our sales force model.

High Definition {HD) and Telepresence

We launched a complete product line of award-winning telepresence and HD video conferencing systems during the year, providing our
customers with a quantum leap in video, voice, and content quality. Our RPX™ and TPX™ telepresence systems offer the most immersive
and flexible telepresence capability in the world today, addressing the unique demands of the C-suite. In addition, our flagship HDX 9000™
system was rated as the best HD video product in the market by respected authority Wainhouse Research?. In the fourth quarter of 2007, we
expanded this product line to include the HDX 8000™ group video system and the HDX 4000™ product for executive desktops. Unigue to
Polycom, HD does not stop with video. With Polycom, our custormers experience a collaboration platiorm that goes beyond HD video to
provide Polycom HD Voice™ and HE content—enabling an end-to-end HD customer expertence that is essentially better than in person
since it provides all the benefits of face to face without the time or cost of travel.

Spectralink Acquisition

In the first quarter of 2007, we acquired Spectralink, a leading wireless over LAN handset provider. This strategic acquisition enables us to
provide our customers and partners with a fully integrated selution for mobile individuals in all work environments. With this core platform,
we now have the ability to extend our videa and content sharing capabilities and our hands-free voice communications to a variety of mobite
worker applications.

Industry Recognition

Qver the last year, several media and market research crganizations recognlzed our leadership in providing best-of-breed products
and sclutions:

» TMC Internet Telephony Magazine 10th Annual Product of the Year Awards—HDX 8000 and CX Series

» VON Magazine Innovators Award—SoundPoint® IP 550

InfoWorld 2008 Technology of the Year Award—SoundStation® [P 4000 and SeundPoint [P 650

iF 2008 Product Design Award—KIRK® 5020 wireless handset

= VolP News Top 20 VelP Influencers for 2007

Looking Forward

As we enter 2008, we do so from a position of strength and with market demand at unprecedented levels. We lead the industry with a
complete, best-of-breed HD product suite, delivering to our customers an unparalleled experience in unified collaboration. With the
globalization of the enterprise, green mandates in many countries, and travel costs increasing sharply, the need for collaboration technoiegy
has never been so clear.

In answer to this significant opportunity in 2008, Polycom will continue to work closely with our strategic partners and channel network to
deliver integrated solutions that solve our customers’ need to collaborate effectively, regardless of lacation or industry-specific application.
Alse, as a key element of our customer-centric strategy, we will continue to increase our sales coverage in high growth geographies and
vertical markets. 2008 marks an exciting period for Polycom where market drivers and technology enablers have converged to create the
opportunity for us to build a much larger company as we answer our customers’ demand for unified collaboration solutions.

We look forward to delivering superior returns to our sharehclders over the coming quarters and years. On behalf of the Board of Directors,
executive staff, and all the valued employees at Polycam, we thank you for your continued interest and support.

b

Robert C. Hagerty
Chairman of the Board, CEQ, and President
Polycom, Inc.
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(2) has been subject to such filing requirements for the past 90 days. Yes No ]

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation $-K is not contained herein, and will not
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value of the voting stock held by non-affiliates of the Registrant, based on the closing sale price of such shares on the NASDAQ Global
Select Market on June 29, 2007, was approximately $2,284,710,926. Shares of common stock held by each executive officer and director
and by each person who beneficially owns 5% or more of the outstanding common stock have been excluded in that such persons may
under certain circumstances be deemed to be affiliates. This determination of executive officer or affiliate status is not necessarily a
conclusive determination for other purposes.

8$8,116.857 shares of the Registrant's common stock were outstanding as of February 15, 2008.

DOCUMENTS INCORPORATED BY REFERENCE,

Portions of the Registrant’s Proxy Statement for the 2008 Annual Meeting of Stockholders are incorporated by reference into Part 111
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Some of the statements under the sections entitled “Business,” “Management’s Discussion and Analysis of
Financial Condition and Results of Operations,” and “Risk Factors,” and elsewhere in this Annual Report on
Form 10-K, and in the documents incorporated by reference in this Annual Report on Form 10-K, constitute
forward-looking statements. In some cases, you can identify forward-looking statements by terms such as “may,”
“believe,” “could,” “anticipate,” “would,” “might,” “plan,” “expect,” “will,” “intend,” “potential,” and similar
expressions or the negative of these terms or other comparable terminology. The forward-looking statements
contained in this Annual Report on Form 10-K invelve known and unknown risks, uncertainties and situations,
including those disclosed in “Risk Factors™ in this Annual Report on Form 10-K, that may cause our actual
results, level of activity, performance or achievements to be materially different from any future results, levels of
activity or performance expressed or implied by these statements.

Although we believe that the expectations reflected in the forward-locking statements are reasonable, we
cannot guarantee future results, levels of activity, performance or achievements. You should not place undue
reliance on these forward-looking statements. We undertake no obligation to revise or update any forward-
looking statements for any reason.

PARTI1

ITEM 1. BUSINESS
GENERAL

We are a leading global provider of high-quality, easy-to-use communications solutions that enable
enterprise and public sector customers to more effectively collaborate over distance, time zones and
organizational boundaries. Our solutions are built on architectures that enable unified voice, video and content
communications.

Our business operates in three segments: Video Solutions, Voice Communications, and Services. Our Video
Solutions segment is comprised of video communications products (telepresence, group and desktop video
products) and network systems products (video and voice media servers and network management solutions). In
2007, Video Solutions accounted for 53% of our revenues (44% from video communications products and 9%
from network systems products). Our Voice Communications segment includes our conference phone, wired
desktop voice products, and wireless handset voice products and accounted for 34% of our revenues in 2007. Our
Services segment includes a wide range of professional service and support offerings to our resellers and directly
to some end-user customers and accounted for 13% of our revenues in 2007, See Note 14 of Notes to
Consolidated Financial Statements for further information on our segments, including a summary of our segment
revenues, segment contribution margin, segment inventory and revenue by geography. A discussion of factors
that may affect our operations is set forth in “Risk Factors,” in ltem 1A.

We have established relationships with leading communications and technology firms to work with us in
developing, marketing, and distributing our products. We have formed strategic relationships with Alcatel, Avaya,
Cisco, Nortel, and others to develop and market Voice-over-IP, or VoIP, and video communications solutions, We
also have a co-development and marketing agreement with Microsoft to integrate our respective desktop,
conference room, and network hardware and software sclutions, and we are one of two vendors that currently
provide VolP phones for Microsoft’s new Unified Communications telephony offering launched in the fourth
quarter of 2007. We sell our products through a broad network of channel partners, including distributors, value-
added resellers, systems integrators, leading communications service providers and retailers. We manufacture our
products through a low-cost, outsourced model optimized for quality, reliability and fulfillment agility.

The shift from circuit-switched telephony networks to Internet Protocol (IP) based networks continues to be a
significant driver for Polycom’s collaborative communications markets and for our business. High Definition (HD)
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voice, video, and content is another key driver for Polycom. This significant improvement in quality is enabling
telepresence and other communications models that we believe approximate in-person communications.
Strategically, Polycom is investing most of its research, development, sales and marketing efforts into delivering a
superior IP-based, HD collaborative communications solution, using Polycom proprietary technology in the
evolving, standards-based IP communications environment. Our goal is to deliver best-of-breed HD collaborative
communications solutions that integrate into any enterprise calt management system or instant message
environmient.

We were incorporated in December 1990 in Delaware. Our headquarters is located at 4750 Willow Road,
Pleasanton, California 94588, and our telephone number at this location is (925) 924-6000. Our Internet website
address is www.polycom.com. Qur annual reports on Form [0-K, quarterly reports on Form 10-Q, current reports on
Form 8-K, and amendments to such reports are available, free of charge, on our Internet website under “Company—
Investor Relations—Financial Summaries—Financial and SEC Filings,” as soon as reasonably practicable after we file
electronically such material with, or furnish it to, the United States Securities and Exchange Commiission, or SEC.
Information on our website does not constitute a part of this Annual Report on Form 10-K. The public may also read
and copy any materials we file with the SEC at the SEC’s Public Reference Room at 100 F Street, N.E., Washington
D.C. 20549. The public may obtain information on the operation of the Public Reference Room by calling the SEC at
1-800-SEC-0330. The SEC also maintains an Internet website (www.sec.gov) that contains reports, proxy and
information statements and other information regarding us that we file electronically with the SEC.

Polycom and the Polycom logo are registered trademarks of Polycom, Inc. This Annual Report on
Form 10-K also includes other trade names, trademarks and service marks of ours and of other companies.

PRODUCTS AND SERVICES
Video Solutions

Cur Video Solutions products offer our customers an integrated, or “unified”, end-to-end communication
capability, enabling geographically dispersed individuals to communicate as naturally as if they were in the same
room. Through the Polycom solution, people can connect and collaborate with one another whether they are in a
meeting room, a class room, at their desktop, or in a mobile setting. Our video solutions include all of the elements of a
collaborative communications network: HD telepresence, HD and standard definition group video conferencing, HD
and standard definition desktop video conferencing, voice and video media servers, and network management
solutions.

Video communication is an established method of more natural and effective collaboration among
individuals separated by distance. With the increasing availability of broadband services, migration to IP
networks and advances in video conferencing technology to HD and telepresence, many enterprises and
government entities are now seeking communications equipment capable of utilizing available bandwidth to
enable real-time and on-demand video communications. Globalization, outsourcing, mobility, rising travel costs,
and sustainability requirements are workplace realities during a period when organizations are striving for faster
decision-making, faster lime-to-market and greater leverage of their resources. Polycom’s collaborative
communications products bridge that gap through the use of video conferencing, coupled with our voice
communications and content sharing products. We provide solutions suited for enterprise, government,
education, healthcare and other vertical markets. Our video conferencing products are compatible with relevant
international standards and are in use throughout the world.

Polycom’s family of HD and standard definition video conferencing products and HD telepresence solutions
encoinpasses a range of offerings from entry level to professional high definition products to meet the needs of
any room, from small offices to large boardrooms and auditoriums. Our Polycom HDX, VSX™ and V-series
product lines comprise a suite of high-performance, cost-effective and easy-to-use group and desktop video
conferencing systems and generally range in list price from US$1,999 to US$29,999, depending upon the
features and functionality. Executive collections which include additional peripherals, such as premium flat panel
displays and media carts, have list prices ranging from US$29,999 to US$$49,999,
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Telepresence is an emerging market segment driven by the need for geographically dispersed groups to
communicate as if they are all in the same room. The Polycom RPX™ and TPX™ telepresence solutions provide
an immersive collaboration experience where remote participants are lifelike in size and voice and visual clarity.
Our telepresence solutions are standards-based and are available in a wide array of configurations that include
full eight or 16-foot high definition cinematic views, high definition sound, and EyeConnect™ technology that
places the camera at eye level for more natural face-to-face interaction, The RPX and TPX line of telepresence
solutions are available in multiple configurations accommodating from four to 28 people. Complete telepresence
solutions have list prices ranging from US$$199,999 1o US3695,000.

Muitiple options exist to incorporate high resolution data sharing and collaboration into a video conference.
The People+Content™ family of peripherals allows users of our Polycom HDX, VSX and V-series products to
more easily incorporate content, documents and audiovisua! effects into their video conferencing sessions.

Our Polycom PVX™ desktop video software application extends professional-grade video conferencing to
the desktop or laptop computer. The list price for a single user copy of PVX software application is US$149.

As enterprises, educational institutions, government agencies and other organizations look to provide
integrated video, voice and content sharing applications, they face the challenge of interconnecting various
network topologies, network protocols, transmission speeds and end-point devices. These customers require
network systems designed to address these complex interoperability, multipoint connectivity and security
requirements. In this context, we believe the service provider market will also become increasingly important to
our business as service providers purchase our network systems products to provide managed collaboration
services to their customer base and become end-user customers. Polycom network systems products must ensure
a consistent level of high quality service by intelligently matching end-user applications to available network
resources. Further, our network systems products must satisfy end-users who demand video, voice, and content
communications sessions that are easy to establish, manage, archive, and stream.

We introduced our new Polycom RMX 2000™ HD unified conferencing ptatform in February 2007, which
provides the next generation of conferencing infrastructure to support emerging video applications such as desktop
collaboration, video over cellular networks, high definition, and telepresence. The RMX 2000 platform is a real-
time media conferencing platform, which simplifies the delivery and management of multipoint video within
enterprises and through service provider networks. The RMX 2000 conferencing platform addresses the growing
demand for a high performance video conferencing infrastructure that can flexibly support both HD and standard
definition room video conferencing systems, as well as extensive deployments of desktop video collaboration. List
pricing for the modular systems ranges from US$53,000 to Ui$$212,000, depending upon the configuration.

Polycom’s network systems products provide a broad range of video, voice, and content-sharing
communication capabilities. Our MGC™ 25, MGC™ 50 and MGC™ 100 media servers provide seamless
network connectivity and are scalable across packet-based broadband networks and traditional circuit-switched
networks for both video and voice multipoint conferencing. We enable unified conferencing by providing the
ability to join a multipoint call regardless of the type of end point or network. The ability to permit IP, circuit
switched voice and ISDN video to participate in the same conference is a unique capability offered by Polycom.
The MGC architecture is scalable from enterprise and vertical market applications to service provider
deployments, Pricing on our MGC products is dependent upon the complexity of the configuration and
underlying features and has list prices ranging from US$19,000 to US$525,500.

The ReadiVoice® conferencing solution is a reservationless voice conferencing system with instailations at
many of the world’s largest conferencing service providers. ReadiVoice operates on the InnoVox® 480 and 4000
media servers. The ReadiVoice solution is a carrier-class solution containing no single point of failure and is
designed to provide maximum system availability and flexibility with virtually zero downtime. ReadiVoice routing
also allows for scalability, network redundancy, and the ability to geographically distribute media servers. OQur
ReadiVoice solution has list prices ranging from US$400,000 to US$5.2 million, depending upon the configuration
and number of ports purchased.




Our line of network systems products also includes a suite of software products that enables the easy
integration and management of a customer’s network and endpoints. The ReadiManager® SE200 network
appliance delivers a full-suite of advanced video conference management via an integrated set of applications—
gatekeeper, device management, scheduling and conference management. The Polycom PathNavigator™
gatekeeper makes IP and ISDN video communications easy to use, with simplified dialing plans and on-demand
“meeting rooms”, allowing participants to easily initiate a meeting at any time without third party/administrator
intervention or set up. Polycom’s V2ilJ™ solution is a cost-effective NAT/Firewall traversal solution providing a
trusted route through any firewall, which enables all members of an organization to call each other and people
outside their organization seamlessly. List prices on our software products generally range from USS81,249 to
US5%86,000, depending upon the application and the size of the license pack.

Our Video Recording and Streaming Solution (or RSS™) the RSS 2000, enables the recording and
streaming of multimedia conferences and presentations. Polycom’s RSS 2000 server allows users to start
recording from any type of video conferencing endpoint, using simple commands such as Start, Pause and Stop.
Up to 900 hours of stored content can be accessed from any IP endpoint or personal computer, enabling
employees to easily access valuable company knowledge at their convenience. The R8S 2000 server has a list
price of US$15,000. The RSS 2000 works in conjunction with the Polycom VMC (Video Media Center), which
adds even greater tlexibility to manage and play streamed or stored conferences and video content.

Voice Communications

Our voice communications products enhance business communications in the conference room, on the
desktop and in mobile applications. Polycom voice solutions deliver clear voice communications in telephone
conversations and conference calls, a critical communications element in any business or public sector
organization. OQur mobility solutions increase the productivity of individuals whose work requires significant
mobility in their building or across their campus.

The convergence of voice and data networks is allowing VolP telephony systems to address many needs of
today’s enterprises, including reducing costs, introducing new productivity enhancing applications, simplifying
network management, and converging voice and data networks. VoIP telephony systems enable corporations to
distribute a single network across multiple offices or remote locations, and to reduce the cost of managing
communications networks by allowing remote provisioning. These converged systems also provide a platform
for enterprises to rapidly build applications to meet specific business demands. A majority of our voice
communications products are based on VolP technology either over wired or wireless IP networks.

The Voice-over-IP ecosystem includes call management suppliers for on-premise call servers and soft-
switches for network based call server platforms. Through our VIP (VoIP Interoperability Partner) program, we
have established relationships with approximately 25 technology partners for VoIP call managers, including
3Com, Adtran, Alcatel-Lucent, Avaya, BroadSoft, Cisco, Digium, Interactive Intelligence, Metaswitch, Nortel,
Sphere Communications, Sylantro, and others to collaborate in the devetopment, marketing and distribution of
our VolP products.

A majority of Polycom’s voice products feature our patented Acoustic Clarity Technology, which allows
simultaneous conversations, known as full duplex, and minimizes background noise, echoes, word clipping and
distortion. All of our voice end-points are compatible with international standards and are available in most
worldwide markets. Many of our new products are available with HD voice, providing wideband voice quality
that rivals CD quality audio.

Our conference phones are used by businesses to conduct high quality, effective audio conference calls in
conference rooms. The product line consists of VoiceStation products for smaller rooms, SoundStation
conference phones for midsize rooms, and SoundStation IP for conference room solutions for VolP based
tetephony networks. Our conference phone products generally have list prices ranging from US$299 to
US$1,299, depending upon the model selected.




Our SoundStructure™ and Vortex® series of installed voice conferencing products provide solutions for
larger, high-end conference rooms, training rooms, auditoriums, courtrooms, classrooms and other permanent
installations. These integrated room solutions can be used as a stand alone audio system or can be used in
combination with a video system to significantly enhance voice quality and microphone pick up. Depending
upon the model, list prices on our SoundStructure and Vortex product lines generally range from US$995 to
US$7,995,

Our SoundPoint® series of standards-based Session Initiation Protocol (SIP) desktop phones provide
superior audio quality and rich features to address desktop communications requirements of businesses. The
SoundPoint product line consists of the 300, 400, 500 and 600 series phones, with increasing features and
functionality. The 550, 560 and 650 desktop phones incorporate HD Voice to deliver wideband voice quality.
The complete SoundPoint product line is based on a common software architecture to ensure compatibility for all
devices with our VolP solution partners. Our SoundPoint IP desktop VolP products generally have list prices
ranging from US$139 to US$469, depending upon the model selected. We are one of two vendors that currently
provide VoIP and USB phones for Microsoft’s new Unified Communications telephony offering launched in the
fourth quarter of 2007. Our CX family of Microsoft OCS phones have list prices ranging from US$129 to
US$599.

The Polycom Communicator™ Speakerphone is our initial entry into the PC-based Voice and Video over IP
(V20IP) and Voice over Instant Messaging (VoIM) markets. The Polycom Communicator improves the usability
of PC-based IP softphone applications by utilizing Polycom’s high definition, full-duplex, hands-free voice
quality. Due to its compact portable design, the Polycom Communicator provides a solution for the large number
of mobile workers who use PC-based voice applications as their primary means of communication. We provide
the Polycom Communicator through our partnerships with Microsoft, Skype, BroadSoft, and others for a list
price of US$129.

Our SpectraLink Wi-Fi products address the demand for on-premise mobility and increased productivity in
enterprises and in vertical market segments such as healthcare, large retail, manufacturing and high-end
hospitality. These mobility products are sold through our channels and are also provided through OEM partners
such as Avaya, Nortel, and Alcatel-Lucent, 3COM and NEC. We also have established relationships with Wi-Fi
infrastructure vendors such as Cisco Systems, Trapeze Networks, Aruba Networks, Meru Networks, and others
to coltaborate on the interoperability of wireless voice solutions. The SpectraLink Wi-Fi product line has list
prices ranging from US$499 to US$1,200 per user. The KIRK DECT product line includes handsets which range
in list price from US$200 to US$775 and infrastructure products whose list prices range from US$850 to
US$3,500.

Services

We offer a comprehensive line of professional and maintenance services to our end-user customers on a
global basis, These services are offered directly by us and through our worldwide channel partner network.

We also offer installation and implementation services and a broad range of training offerings. Our training
program provides our resellers and end-user customers with educational services to ensure effective usage and
operation of our products with training facilities worldwide. For the ongoing support of our end-user customers,
we provide maintenance services, including telephone support, parts exchange, on-site assistance and direct
access to our support engineers for real-time troubleshooting of our preducts.

We believe that service and support are critical components of customer satisfaction. We have invested in
new spare parts depots and now have warchouses worldwide to betier service our global customer base. We have
also invested in an extensive Customer Relationship Management System to expand our capabilities of on-line
support and infrastructure, Our support services are flexible and available for every Polycom solution deployed
in IP, legacy or mixed network environments.




The Polycom Certified Service Partner (CSP) program certifies Polycom’s service and support channel
partners by verifying their performance in providing customers with 24x7 support, fast response times, call
center support, and training in Polycom solutions and IP networking. Polycom and its CSP partners are jointly
able to offer maintenance and diagnostic service and support. The Polycom CSP program is an annual
certification that recognizes a channel partner’s expertise and service capabilities and their ongoing focus on
customer satisfaction as measured through service performance metrics, The Polycom Partner Service Program
(PPSP) is the corresponding international certification program.

Maintenance and support prices vary by model, number of systems and program options. Prices generally
range from 4% to 12% of product list price depending on the product and the level of service selected. All
services are not available on all products.

We also offer a variety of Professional Services solutions which include implementation services, network
consulting services, HD network readiness assessments, ongoing advisory, management and operations support
services and advanced project management.

SALES AND DISTRIBUTION

We market and sell our products through a worldwide network of channel partners, which includes
distributors, value-added resellers, strategic partners, service providers, and retailers. In some cases, we market
and sell our products direcily to leading communications service providers. These pariners include AT&T,
Avaya, Cisco Systems, Commlogik Corp., Digital China, Direct Access, GBH, Imago Micro, Ingram Micro,
Nanjing Southern Telecom, Princeton Technology, ScanSource (T2 Supply and Caralyst), SKC Communication,
Tech Data, Verizon, and Westcon. Many of these partners sell a variety of communication products and/or
services and, when combined with our products, offer a complete product portfolio.

Polycom has a direct-touch sales strategy that enables us to build and maintain close working relationships
with our enterprise and public sector customers by working directly with our end-user customers in addition to
through our partners. This direct-touch approach to sales and marketing is best suited for our Video Solutions
products and some of our Voice Communications products. A portion of our Voice product business is sold on a
transaction basis by our channel partners and, as such, has very little or no direct interaction with our sales force.
Even with our direct-touch sales approach, our products are almost always fulfilled through one of our channel or
strategic partners. With collaborative communications becoming a priority network application and with the scale of
our business increasing, in 2007 we decided to invest more in our sales force to more fully capture the opportunity
for customer adoption. We plan to continue to increase our investments in sales and marketing in 2008.

Our partners are required to be trained and certified for many of our products, which we believe yields a
higher level of end-user customer satisfaction. Channel partners that stock product maintain a limited amount of
inventory and, for some channel partners and certain network system products, we drop ship directly to their
end-user customers as opposed to having these partners carry inventory. Working with existing and new channel
partners, we plan to continue to focus on the enterprise, govemment, education and healthcare vertical markets.
To complement cur sales efforts, we advertise in trade and general business print media and participate in a wide
array of trade shows and public relations activities. In addition, since the value of our solution is best realized
through demonstration, we have been and plan to continue to invest in executive briefing centers, demonstration
centers, and the deployment of evaluation systems to end-user customers.

We typically ship products within a short time after we receive an order and, therefore, backlog has not
necessarily been a good indicator of future revenues. We include in backlog open preduct orders for which we
expect to ship or services for which we expect to bill and record revenue in the following quarter. Once billed,
any unearned service revenue is included in deferred revenue. As of December 31, 2007, our order backlog was
$57.7 million, as compared to $40.4 million at December 31, 2006.
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We have historically focused our sales efforts in regions of the world where we believe customers have
begun to invest significantly in collaborative communications solutions. Based on the global nature of this
customer demand, our sales and service staff and our channel footprint has spread into all major global regions.
As such, we manage our global sales and distribution process in the four theatres of North America, Europe, Asia
and Latin America. We have established product distribution centers in the United States, Europe and Asia in
order to best serve our global customer base, which has increased the costs associated with our international
operations.

A substantial majority of our revenue is from value-added resellers, distributors, service providers and
retailers. In 2007, no one customer accounted for more than 10% of our total net revenues or of our Video
Solutions, Voice Communications or Services segment revenues. In 2006, one channel partner accounted for
both 10% of our total net revenues and 10% of our Video Solutions segment revenues. No one customer
accounted for more than 10% of our Voice Communications or Services segment revenues in 2006. In 2005, no
one customer accounted for more than 10% of our total net revenues or of our Video Solutions or Services
segment revenues, however, one channel partner accounted for 11% of our Voice Communications segment
revenues. We believe it is unlikely that the loss of any of our channel partners would have a long term material
adverse effect on our consolidated net revenues or segment net revenues as we believe end-users would likely
purchase our products from a different channel partner. However, a loss of any one of these channel partners
could have a material adverse impact during the transition period.

ACQUISITIONS AND STRATEGIC INVESTMENTS

We believe that making strategic acquisitions and minority strategic investments is a good use of capital that
can add value to Polycom’s solutions with our strategic partners and to our end-user customers. In early 2007, we
completed two acquisitions: Destiny Conferencing Corporation (“Destiny”), a telepresence solutions company,
and SpectraLink Corporation (“SpectraLink™), a leading provider of on-premises wireless handset solutions. The
Destiny acquisition gave us the core competency to compele effectively in the fast-growing telepresence market,
leveraging our in-house HD video, HD voice, and HD content expertise. The SpectraLink acquisition enabled us
to leverage our brand, channels, and technology, to expand our offering from wired voice products into mobility
solutions.

COMPETITION

We continue to face significant competition for our video solutions and voice communications products,
which, by their nature, are subject to rapid technological change. For our video communications products, our
major competitors include Tandberg, Cisco Systems, Hewlétt-Packard and a number of other companies
including Aethra, Avistar, D-Link, Huawei, Kedacom Technologies, LifeSize, NEC, Panasonic, Sony, VCON,
VTEL and ZTE, as well as various smaller or new industry entrants. Some of these companies have substantial
financial resources, as well as production, marketing, engineering and other capabilities with which to develop,
manufacture, market and sell their products. In addition, Tandberg has a strategic relationship with Cisco
Systems, whereby Tandberg provides Cisco Systems with technology that is co-branded and sold by Cisco
Systems. We believe we will face increasing competition from alternative video communications solutions that
employ new technologies, or new combinations of technologies, from companies such as IBM, Microsoft, and
WebEx (now a division of Cisco) that enable web-based or network-based video and collaboration
communications. We expect competition to increase in the future in this area.

Our video network systems products experience significant competition from RADVISION; Cisco Systems,
which resell RADVISION's products; Tandberg, which acquired Codian in August 2007; Huawei; and various
smaller or new industry entrants. Qur voice network systems business has significant competition from
companies such as Avaya, Cisco Systems, Compunetix, Convedia, as well as various smaller or new industry
entrants.



In voice communications, our major competitors include Aethra, ClearOne Communications, Konftel, Mitel
and other companies that offer lower cost, full-duplex speakerphones. In the VoIP desktop space, we also face
competition from Aastra, LG-Nortel, Linksys, Snom and Thompson, in addition to several other low cost
manufacturers in Asia and Europe that are emerging. There are also notable PBX and IP Cali Manager
manufacturers that compete in the standards based IP space, including Alcatel, Avaya, Cisco Systems, Mitel,
Nortel and Siemens. Furthermore, all major telephony manufacturers produce hands-free speakerphone units that
cost less than our voice communications products. With respect to our SpectraLink product lines, our primary
competitors include Cisco Systems, Samsung and Hitachi Cable. The overall market in the consumer segment is
highly competitive, and many of such competitors may have greater financial, technical, research and
development, and marketing resources than we do. In addition, mature DECT standard-based products previously
marketed by large telecom companies in markets outside the U.S. are being introduced in the U.S., which may be
lower-priced than our Link and NetLink offerings. Enterprise adoption of standards for wireless LAN and VolP
may lead to the commoditization of wireless telephone technology and the availability of low-cost alternative
products. Other purchasers may prefer to buy their wireless telephone systems from a single source provider of
wireless local area networks, or LANs, such as Cisco Systems, which provides wireless infrastructure and
wireless telephones.

For our services business, we do not currently experience any significant competition from third party
maintenance and support companies. Third party maintenance companies may become a threat to our service
base in the future, as the industry grows and as they look at our products as potential third party service revenue
streams, in addition to trying to provide one service solution to their customers. Today, some of our channel
partners resell Polycom maintenance and support services, while others sell their own maintenance and suppon
services. To the extent that channel partners sell their own services rather than ours, aithough they purchase
maintenance contracts from us to support their service offering, these partners compete with us. In addition, as
we expand our professional services offerings, we may compete more directly with system integrators.

RESEARCH AND PRODUCT DEVELOPMENT

We believe that our future success depends in part on our ability to continue to enhance existing products
and to develop new products that maintain technological competitiveness. The markets for our products are
charactenized by rapidly changing technology, evolving industry standards and frequent new product
introductions and require a significant investment in research and development. We intend to expand upon these
product platforms through the development of software options, upgrades and future product generations. In
addition, we plan to aliocate more of our resources to the integration of our products with those of other
companies and on joint initiatives with our strategic partners, However, we cannot assure you that these products
will be made commercially available as expected or otherwise on a timely and cost-effective basis or that, if
introduced, these products will achieve market acceptance.

Research and development expenses, including investments in our core technologies, are expensed as
incurred and totaled approximately $139.0 million in 2007, $114.3 million in 2006 and $91.5 million in 2005.
We intend (o continue to make substantial investments in product and technology development. We also intend
to continue 10 participate in the development of various teleconferencing industry standards, which are or may be
incorporated into our products.

CUSTOMER SERVICE AND SUPPORT

We believe that service and support are critical components of customer satisfaction. Although our resellers
maintain and provide technical support to their end-user customers, we provide a wide range of service and
support offerings to our resellers, service providers and directly to some end-user customers. Service revenues
for our video and voice communications and network systems products are included in our Services segment. See
Note 14 of Notes to Consolidated Financial Statements.

10



We provide warranty support for all of our products. The warranty period is generally one to three years for
hardware products and ninety days for software media and repaired parts. In addition to warranty, we provide
professional services offerings. Professional services consist of planning and needs analysis for end-users; design
services, such as room design and custom solutions, providing customized videoconferencing solutions to meet
each end-user’s unique requirements; and project management, installation and training, which provide end-users
with effective implementation of videoconferencing systems and the transition to IP networks. Additional
professional service offerings include benchmarking and best practice assessments, as well as voice conferencing
integration, All services are sold both directly to end-user customers and through our resellers. Service programs
for local and international resellers range from reselling our service offerings to providing back-end support for
servicing end-users. All maintenance services are delivered on a worldwide basis from several Technical Support
Centers located in the United States, United Kingdom, France. Mexico, Brazil, Australia, Japan, China, and
India. Spare parts are stocked at strategic locations around the world to meet response time commitments to
customers and resellers. We utilize direct field service staff, as well as reseliers and third-party service providers,
to perform installation and on-site repairs. We deliver all other services through a combination of in-house
personnel, as well as outside contractors. In addition, a technical service center hotline provides a full range of
telephone support to our resellers and to end-user customers, and we offer electronic support via the World Wide
Web. We maintain contracts with a number of different vendors throughout the world to provide certain services,
including front line technical telephone suppert in North America, on-site field support and logistics.

MANUFACTURING

We subcontract the manufacturing of essentially all of our voice and video endpoint products to Celestica, a
third-party contract manufacturer. We use Celestica’s facilities in Thailand, China and Singapore. These products
are then distributed through warehouses located in Hong Kong, The Netherlands, Thailand, and Tracy,
California. Our DECT wireless voice products are produced by us in a vertically integrated factory in Horsens,
Denmark. Our telepresence product line is produced by us in a production facility in Dayton, Ohio. Further, the
key components of our network systems products are manufactured by third parties in China, Taiwan, Israel, and
Colorado, and the final system assembly, testing and configuration is performed by us. These products are
distributed directly from our manufacturing locations in Israel, China, Colorado and Thailand.

INTELLECTUAL PROPERTY AND OTHER PROPRIETARY RIGHTS

While we rely on a combination of patent, copyright, trademark and trade secret laws and confidentiality
procedures to protect our proprietary rights, we believe that factors such as technological and creative skills of
our personnel, new product developments, frequent product enhancements, name recognition and reliable product
maintenance are also essential to establishing and maintaining a technology leadership position. We currently
have over one hundred and seventy United States patents issued covering our products. The expiration of these
patents range from 2008 to 2023. In addition, we currently have over one hundred and sixty non-U.S. patents
issued whose expirations range from 2008 to 2028. Further, we have approximately one hundred and fifty United
States patents pending covering our conferencing and our network systems products and approximately one
hundred and ninety non-U.S. patent applications pending. Polycom, SoundStation Premier, ShowStation,
SoundPoint, SoundStation, ViewStation, VoiceStation, ReadiManager, ViaVideo, SpectraLink, KIRK, VSX,
SoundStation product configuration, Polycom logos and others are registered trademarks of Polycom, and,
iPower, iPriority, HD Voice, V21U, Ultimate HD and others are trademarks of Polycom in the U.S. and various
countries. According to federal and state law, Polycom's trademark protection will continue for as long as we
continue to use our trademarks (in common law countries) and/or maintain our registrations (in civil law
countries} in connection with the products and services of Polycom.

We have licensing agreements with various suppliers for software incorporated into our products. For
example, we license video communications source code from ADTRAN, Delcom, Mitsubishi, Simtrol, Skelmir,
SNMP, and Software House, video algorithm protocols from DSP, ATT/LUCENT and Flextronics, Windows
software from Microsoft, development source code from Avaya, Hughes Software Systems, Ltd., In Focus
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Systems Inc., Nokia, Surf, Vocal Technologies Ltd., Wind River, Ingenient and Avistar, audio algorithms from
D2, Nortel Networks, Sipro, Telogy and Voiceage, and communication software from Konexx and RADVISION.
We have a patent cross-license agreement with Avistar Communications, Inc. and Collaboration Properties, Inc,,
a wholly-owned subsidiary of Avistar, whereby non-exclusive, fully paid-up, worldwide patent licenses to each
party’s respective patent portfolios were granted. In addition, certain of our preducts are developed and
manufactured based largely or solely on third-party technology. These third-party software licenses and
arrangements may not continue ta be available to us on commercially reasonable or competitive terms, if at all,
The termination or impairment of these licenses could result in delays or reductions in or the elimination of new
product introductions or current product shipments until equivalent software could be developed, licensed and
integrated, if at all possible, which would harm our business and resuits of operations.

EMPLOYEES

As of December 31, 2007, we employed a total of 2,478 persons, including 1,156 in sales, marketing and
customer support, 755 in research and product development, 269 in manufacturing and 298§ in finance and
administration. Of these, 1,037 were employed outside of North America. We have experienced no work
stoppages and believe our relationship with our employees is good.

ITEM 1A. RISK FACTORS

YOU SHOULD CAREFULLY CONSIDER THE RISKS DESCRIBED BELOW BEFORE MAKING AN
INVESTMENT DECISION. THE RISKS DESCRIBED BELOW ARE NOT THE ONLY ONES WE FACE.
ADDITIONAL RISKS THAT WE ARE NOT PRESENTLY AWARE OF OR THAT WE CURRENTLY BELIEVE
ARE IMMATERIAL MAY ALSO IMPAIR OUR BUSINESS OPERATIONS. OUR BUSINESS COULD BE
HARMED BY ANY OR ALL OF THESE RISKS. THE TRADING PRICE OF OUR COMMON STOCK COULD
DECLINE SIGNIFICANTLY DUE TO ANY OF THESE RISKS, AND YOU MAY LOSE ALL OR PART OF YOUR
INVESTMENT. IN ASSESSING THESE RISKS, YOU SHOULD ALSO REFER TO THE OTHER INFORMATION
CONTAINED OR INCORPORATED BY REFERENCE IN THIS ANNUAL REPORT ON FORM 10-K,
INCLUDING OUR CONSOLIDATED FINANCIAL STATEMENTS AND RELATED NOTES.

If we fail to compete successfully domestically and internationally, our buosiness and results of operations
would be significantly harmed.

Competition that we face in our markets is intense. The principal competitive factors in the markets in
which we presently compete and may compete in the future include:

+ the ability to provide and sell a bread range of products and services that are responsive to changing
technology and changing customer requirements;

« price;

» product performance;

» the ability to introduce new products;

= the ability to reduce production costs;

+ the ability to provide value-added features;

« the ability to successfully integrate our products with, and operate our products on, existing customer
platforms;

» the ability to offer new products that require a more direct-touch sales model;
+ market presence and brand recognition; and

+ the ability to extend credit to our partners.




We may not be able to compete successfully against our current or future competitors. We expect our
competitors to continue to improve the performance of their current products and to introduce new products or
new technologies that provide improved performance characteristics. New product introductions by our current
or future competitors, or our delay in bringing new products to market to compete with competitive products,
could cause a significant decline in sales or loss of market acceptance of our existing products and future
products. We believe that the possible effects from ongoing competition may be a reduction in the prices of our
products and our competitors” products, the introduction of additional lower priced competitive products or the
introduction of new products or product platforms that render our existing products or technologies obsolete. For
example, our video network systems product revenues had declined sequentially from the fourth quarter of 2004
through the second quarter of 2006 as a result of sales lost to competitors as well as lower average selling prices
due in part to competitive pressures. While revenues from our video network systems product revenues improved
sequentially in the third and fourth quarters of 2006 and 2007, video network system product revenues declined
sequentially again in the first and second quarters of 2007, and could decline again in the future.

Competition that we face in our markets is intense and competition that we face in certain of our
international markets is different than that we face in North America and is currently based principally on price.
We have noted additional competitors and increased pricing pressures in China, India and other parts of Asia. If
we are unable to compete effectively in these regions in terms of price, technology (where we believe the barriers
to entry are getting lower), product offerings or marketing strategies, our overall financial results may suffer.

Competition in each of our markets is intense, and our inability to compete effectively in any of these
markets could negatively affect our results of operations.

We face significant competition in the video solutions industry. For our video conferencing end points, our
major competitors include Tandberg, Cisco Systems, Hewlett-Packard and a number of other companies
including Aethra, Avistar, D-Link, Huawei, Kedacom Technologies, LifeSize, NEC, Panasonic, Sony, VCON,
VTEL and ZTE, as well as various smaller or new industry entrants. We face competition for sales of our RPX
and TPX telepresence solutions and related services from Cisco Systems, Hewlett-Packard, Teleris and others. In
addition, Microsoft recently launched products that will be competitive with our video conferencing products.
Some of these companies have substantial financial resources and production, marketing, engineering and other
capabilities with which to develop, manufacture, market and sell their products, which may result in our having
to increase our spending on marketing, and we may not be able 1o effectively compete against these companies
due to their size. In addition, with the increasing market acceptance of video communications, other established
or new companies may develop or market products competitive with our video conferencing products, including
companies with greater financial and other resources, greater brand recognition or greater access to top-level
executives than we have, or may partner with companies which have more substantial resources and production,
sales, marketing, engineering and other capabilities with which to develop, manufacture, market and sell their
products and to bring their products to market more rapidly than we can, or that may be more adept in responding
to rapidly changing market conditions or changing technologies than we are. These factors could negatively
impact our video revenues as customers assess such new technologies or wait to make purchases until sales
prices for such next generation products fall. Conversely, new product adoption may grow at such rates that we
are unable to keep up with increasing demand due to our size, resources, need to establish new partnerships, or
other factors. Also, new strategic parinerships are regularly being formed and announced by our competitors,
such as the video partnership announced in January 2007 between Hewlett-Packard and Tandberg, which may
increase competition and result in increased downward pressure on our product prices. Direct competition for
telepresence product sales against larger competitors like Cisco Systems and Hewlett Packard may also result in
increased downward pressure on our product prices, as well as cause us to invest more in sales and marketing in
order to compete effectively.

We have lost group video conferencing sales opportunities to our competitors, including Tandberg and to
competitors in China who sell at lower price points than we do. We expect (o continue to face stiff competition, and

our competitors may gain market share from us, due in part to their strategic relationships and their latest product
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offerings. In addition, we believe we will face increasing competition from alternative video communications solutions
that employ new technologies or new combinations of technologies from companies such as Cisco Systems, Hewlett-
Packard, IBM, and Microsoft that enable web-based or network-based video and collaboration communications. In
addition, Cisco Systems, Hewlett-Packard, IBM, Microsoft or other large companies with resources substantially larger
than ours could enter any of our markets through acquisitton of a direct competitor, which would significantly change
the competitive landscape. Further, the commoditization of certain video conferencing products could lead to the
availability of alternative, lower-cost video conferencing products than ours and, accordingly, drive down our sales
prices and negatively impact our revenues.

Our video network systems products experience significant direct competition from RADVISION, Cisco
Systems, which resells RADVISION’s products, Tandberg, which acquired Codian in August 2007, Huawei, and
various smaller or new industry entranis. Tandberg’s acquisition of Codian may strengthen their network systems
offerings and result in increased competition from Tandberg against our total video solutions offering, potentially
causing a negative impact on our video solutions revenues, as well as our market position with respect to video
conferencing and network systems offerings. Our video network systems product revenues declined sequentially
from the fourth quarter of 2004 through the second quarter of 2006 as well as in the first and second guarters of
20017 as a result of sales lost to competitors as well as lower average selling prices due in part to competitive
pressures. Our voice network systems business has significanl competition from companies such as Avaya, Cisco
Systems, Compunetix, Convedia, as well as various smaller or new industry entrants. Although we launched our
next generation video network system platform (RMX 2000) in 2007 and intend to launch new network services
product offerings, including enhancements to existing products, in the future, these new product offerings may be
delayed or may not have as much of a positive impact on our video solutions revenues as we anticipate.

The market for voice communications equipment, including voice conferencing and desktop equipment, is
highly competitive and also subject to rapid technological change, regulatory developments and emerging
industry standards. We expect competition to persist and increase in the future in this area. In voice
comrmunications, our major conference phone competitors include Aethra, ClearOne Communications, Konftel,
Mitel, Yamaha and other companies that offer lower cost, full-duplex speakerphones. Our major VoIP desktop
competitors include Aastra, LG Nortel, Linksys, a division of Cisco Systems, Snom and Thompson, in addition
to several low cost manufacturers in Asia and Europe that are emerging. We have also recently introduced a
range of high definition VolIP devices from personal speakerphones to executive desktop devices enabling
integration with Microsoft Office Communications Server 2007. Some of these products will directly compete
with products offered by LG Nortel. In addition, there are PBX and 1P Call Manager manufacturers that compete
with standards based IP products including Alcatel, Avaya, Cisco Systems, Mitel, Nortel and Siemens.
Furthermore, all major telephony manufacturers produce hands-free speakerphone units that cost less than our
voice communications products.

With respect to our wireless product lines, our product competition falls into four general categories: multi-
user cordless telephone products, unlicensed multi-cell systems, cellular-based systems, and WLAN-based
systems. We also now compete in the residential market (both wired and wireless DECT systems) primarily in
Europe. Our primary competitors include Cisco Systems, Samsung and Hitachi Cable. The overall market in the
consumer segment is highly competitive, and many of such competitors may have greater financial, technical,
research and development, and marketing resources than we do. In addition, mature DECT standard-based
products previously marketed by large telecom companties in markets outside the U.S. are being introduced in the
U.S., which may be lower-priced than our Link and NetLink offerings. Enterprise adoption of standards for
wireless LAN and VoIP may lead to the commoditization of wireless telephone technology and the availability of
low-cost alternative products. Other purchasers may prefer to buy their wireless telephone systems from a single
source provider of wireless local area networks, or LANs, such as Cisco Systems, who provides wireless
infrastructure and wireless telephones.

For our services business, we do not currently experience any significant competition from any third party
mainienance and support companies, aithough many of our competitors in our various product lines offer strong
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service offerings, particularly in overseas markets. We also may not be as well-situated as these competitors to
scale and to compete as effectively in our services business, particularly in the international arena. Third party
maintenance companies may become a threat to our service base in the future, as the industry grows and as they
Jook at our products as potential third party service revenue streams, in addition to trying to provide one service
solution to their customers. Today, some of our channel partners resell Polycom maintenance and support
services, while others sell their own maintenance and support services. To the extent that channel partners sell
their own services rather than ours, although they purchase maintenance contracts from us to support their
service offering, these partners compete with us. In addition, as we expand our professional services offerings,
we may compele more directly with system integrators.

In addition, it is possible that we will see increased competition in all of our product lines to the extent that
one or more of our competitors join together either through mutual agreement or acquisitions to form new
partnerships to compete against us. These competitors on a stand-alone basis or on a combined basis could have
more substantial financial resources and production, sales, marketing, engineering and other capabilities with
which to develop, manufacture, market and sell their products.

We face risks associated with developing and marketing our products, including new product development
and new product lines that require a more direct-touch sales model.

Our success depends on our ability to assimilate new technologies in our products and to properly train our
channel partners, sales force and end-user customers in the use of those producis.

The markets for video solutions and voice communications products are characterized by rapidly changing
technology, such as the recent demand for high definition video technology and lower cost network systems
products, evolving industry standards and frequent new product introductions. The success of our new products
depends on several factors, including proper new product definition, product cost, timely completion and
introduction of new products, proper positioning of new products in relation to our total product porifolio and
their relative pricing, our ability to price our products competitively while maintaining favorable product
margins, differentiation of new products from those of our competitors, and market acceptance of these products.
Additionally, properly addressing the complexities associated with compatibility issues, channel partner and sales
force training, technical and sales support, as well as field support, are also factors that may affect our success.

Further, as our product portfolio expands and as we enter into product lines that require a more direct-touch
sales model and that require more complex negotiations, such as our RPX and TPX product lines, we are making
key strategic investments in additional sales and marketing personnel. It will require time for us to hire additional
key sales and marketing talent in such numbers that we believe are required to compete effectively both
domestically and internationally and then further time for such new personnel to receive training and to become
familiar with our product lines and services. Ultimately, it is possible that our increased investments in this area
may not yield the financial results that we hope to achieve from such investments or we may not be able to hire
the type of sales and marketing talent that we intend to hire.

We continually need to educate and train our channel partners to avoid any confusion as to the desirability
of the new product offering compared to our existing product offerings. During the last year, we launched several
new product offerings, and there is a risk that these new products could cause confusion among our channel
partners and end-users, thereby causing them to delay purchases of any product until they determine if these
products are more desirable products than our other products. For instance, our recently introduced high
definition video product family (HDX) may cause confusion with respect to our VSX product line. We also
recently introduced our RMX 2000 conferencing platform, which provides the next generation of conferencing
infrastructure and may cause confusion with respect to our MGC media servers, and the HDX4000™, our high
definition executive desktop product, which could have a negative impact on sales of our existing executive
desktop product. We believe that the anticipated announcement of our HDX8000™ video conferencing product,
our high definition video conferencing product for small- to medium-sized conference rooms, temporarily
delayed sales of our HDX9000™ video conferencing product, our high definition video conferencing product
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intended for larger conference room settings, in the third quarter of 2007. Such delays in purchases could
adversely affect our revenues, gross margins and operating results in the period of the delay. Conversely, the
introduction of new products such as the HDX 7000™ video conferencing product for smaller conference rooms
and the HDX8000 video conferencing product may have an unintended negative effect on sales of and
corresponding revenues associated with other video conferencing products such as our VSX and other HDX
offerings. We and our channel partners must also effectively educate our potential end-user customers about the
benefits of video conferencing and the products that we offer and the features available over those of our
competitors.

The shift in communications from circuit-switched to IP-based technologies over time may require us to add
new channel partners, enter new markets and gain new core technological competencies. We are attempting to
address these needs and the need to develop new products through our internal development efforts, through joint
developments with other companies and through acquisitions. We may not identify successful new product
opportunities and develop and bring products to market in a timely manner. Further, as we introduce new products
that can or will render existing products obsolete, these product transition cycles may not go smoothly, causing an
increased risk of inventory obsolescence and relationship issues with our end-user customers and channel partners.
The failure of our new preduct development efforts, any inability to service or maintain the necessary third-party
interoperability licenses, our inability to properly manage product transitions or to anticipate new product demand,
or our inability to enter new markets would harm our business and results of operations.

We may experience delays in product introductions and our products may contain defects which could seriously
harm our results of operations.

We have experienced delays in the introduction of certain new products and enhancements in the past and
have recently experienced delays in the introduction of certain of our high definition video conferencing
products, such as the HDX9000 in the fourth quarter of 2007. The delays in product release dates that we
experienced in the past were due to factors such as unforeseen technology issues, manufacturing ramping issues
and other factors, which we believe negatively impacted our sales revenue in the relevant periods. Any of these
or other factors may occur again and delay our future product releases, In addition, we have occasionatly
terminated new product development efforts prior to any introduction of the new product.

Our product development groups are dispersed among California, Colorado, Georgia, Massachusetts and
Texas in the United States, as well as in China, Denmark, India and Israel. Our need to manage large and
geographically dispersed product development groups in our preduct lines results in certain inefficiencies and
increased product development costs and creates an increased risk of delays in new product introductions,

We produce highly complex communications equipment, which includes both hardware and software and
incorporates new technologies and component parts from different suppliers. Resolving product defect and
technology issues could cause delays in new product introduction. In addition, many of the complex products that
we now provide due to our Spectralink acquisition can only be fully tested when deployed in “live” existing
wireless networks. As a result, end-users may only discover defects or errors or experience breakdowns in their
networks after the products have been deployed. Further, if such defects are not detected or cured prior to a new
product launch, or are detected after a product has already been launched and cannot be cured or result in a
product recall, such as our voluntary recall of the lithium ion batteries in our SoundStation 2W™ products in the
first quarter of 2006, these events could result in the failure of a partial or entire product line or a temporary or
permanent withdrawal of a product from the market. We may also have to invest significant capital and other
resources to correct these problems, including preduct reengineering expenses and inventory, warranty and
. replacement costs, These problems might also result in claims against us by our customers or others.

Any delays in the future for new product offerings currently under development or any product defect issues
or product recalls could adversely affect the market acceptance of these products (and correspondingly result in

loss of market share), our ability to compete effectively in the market, and our reputation, and therefore, could
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lead to decreased product sales and could seriously harm our results of operations. We may also experience
cancellation of orders, difficulty in collecting accounts receivable, increased service and warranty cosis in excess
of our estimates, diversion of resources and increased insurance costs and other losses to our business or to
end-user customers.

We face risks related 1o the adoption rate of new technologies.

We have invested significant resources developing products that are dependent on the adoption rate of new
technologies. For example, our SoundStation IP and SoundPoint IP products are dependent on the roll out of
voice-over-IP, or VolP, technologies. In addition, VoIP products are traditionaily sold through service providers.
We may not be successful in expanding our current service provider network or maintaining a successful service
provider network. The success of our HDX4000, VSX 3000 and PVX software application products depends on
the increased use of desktop video collaboration technologies. Further, as we see the adoption rate of new
technologies increase, product sales of our legacy products may be negatively impacted. Due to the SpectraLink
acquisition, we now face risks related to our ability to respond to rapid technological changes within the
on-premises wireless telephone industry. The wireless communications industry is characterized by rapid
technological change, short product life cycles, and evolving industry standards.

The success of all of our products is also dependent on how quickly Session Initiation Protocol (or SIP},
which is a signaling protocol for Internet conferencing, telephony, presence, events notification and instant
messaging, firewall and Network Address Translation (or NAT) traversal, which is an Internet standard that
enables a local-arca network (or LAN) to use one set of IP addresses for internal traffic and a second set of
addresses for external traffic, and call management integration technologies are deployed as new technologies
and how quickly we adopt and integrate these new technologies into our existing and future products. The
success of our V2IU™ and firewall traversal solutions will depend on market acceptance and the effect of current
and potential competitors and competitive products.

In addition, we develop new products or product enhancements based upon anticipated demand for new
features and functionality, such as next generation high definition video resolution technology. We may not be
able 1o sell certain of our products in significant volumes and our business may be harmed if the use of new
technologies that our future products are based on does not occur; if the development of suitable sales channeis
does not occur, or occurs more slowly than expected; if our products that incorporate new technologies are not
priced competitively or are not readily adopted; or if the adoption rates of such new technologies do not drive
demand for our other products as we anticipate. For example, although we believe increased sales of group and
desktop video solutions will drive increased demand for video network system products, such increased demand
may not occur or we may not benefit to the same extent as our competitors. We also may not be successful in
creating demand in our installed customer base, such as customers who have our legacy SoundStation products,
for products that we develop that incorporate new technologies or features.

We may not successfully execute on our vision of product requirements because of errors in defining
product marketing requirements, planning or timing, technical hurdles that we fail to overcome in a timely
fashion, or a lack of appropriate resources. Due to the competitive nature of our business, any failure by us to
meet any of these challenges could render our products or technologies obsolete or noncompetitive and thereby
materially and adversely affect our business, reputation, and operating results.

A lower than anticipated rate of acceptance of domestic and international markets using the 802.11 standard or
the emergence of competing standards may impede the growth of our wireless handsets or, if the market adoption
of 802.11 standards occur more quickly than anticipated, the market for certain other Spectralink product lines
may decline.

Our NetLink wireless telephones that we acquired as part of the SpectraLink acquisition are compatible with
the IEEE 802.11 standard for use on 802.11 compliant wireless LAN networks. Consequently, demand for

NetLink wireless telephones depends upon the acceptance of markets utilizing 802.11-compliant networks. This
depends in part upon the initial adoption of the 802.11 standard in international markets, as well as enhancements
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to that standard in the U.S. and foreign markets where the standard has already been adopted. Additionaily, the
acceptance of 802.11 compliant networks may move more slowly, if at all, if competing wireless networks are
established and utilized. Additionaliy, the deployment of wireless voice and data systems has been inhibited by
security concerns including the potential of unauthorized access to data and communications transmitted over or
accessible through a wireless system. Potential customers may choose not to purchase our wireless products untit
wireless systems are developed which provide for greater security. Further, our wireless products may not be
compatible with secure wireless systems that may be developed in the future. If markets utilizing 802.11
compliant networks do not grow as we anticipate, our product growth in this area would be impeded and we
would not be able to factor the related revenue into our growth in the future. If the 802.11 standard does not
emerge as the dominant wireless standard in our markets, or multiple standards are adopted that require different
technologies, we may need to spend time and resources to add functionality to meet the additional standards and
many of our strategic inttiatives and investments may be of no or limited value, Further, to the extent that
additional standards are adopted, our product differentiation could be minimized and our implementation

may not be interoperable with the standard, necessitating additional product development to meet the standard
which may cause product delays.

Conversely, if the market adoption of 802.11 standards is faster than anticipated, it may affect sales of
DECT techrology and Link WTS, proprietary technology that we also recently acquired through the Spectralink
acquisition. Sales of SpectraLink’s Link product have not been increasing in recent years and could be negatively
impacted in the future by the adoption of 802.11 and purchases of our NetLink products. DECT solutions could
face the same competition and cause a downward trend in our SpectraLink product sales growth and our overali
gross margin in such product lines.

The market for on-premises wireless telephone systems may fail to grow or to grow as quickly as we
anticipated when we acquired Spectralink. If this market does not grow or grows quickly, our future results of
operations could be harmed. In particular, increased demand for our new NetLink product depends on the growth
of the voice over Wi-Fi-related market. The market for deployment of converged voice and data wireless
networks in the general enterprise continues to be immature. We expect that this will remain the case unless that
market moves through its acceptance of IP wireless applications, standards adoption increases to reduce
complexity, and customers deploy wireless IP access points more fully throughout their enterprise networks iny
densities required to support wireless voice traffic. Accordingly, the transition to NetLink and its potential impact
on sales of our Link product are difficult to predict.

The certification and approval process for our NetLink product for use in countries that support the 802.11
standard is lengthy and often unpredictable.

Foreign countries which adopt the 802,11 standard could provide future markets for our new NetLink
products. However, countries’ certification and approval processes for 802.11 compatible products such as
NetLink are typically time consuming and potentially costly, If we have difficulty or experience delays in
obtaining certification and approval by foreign countries for our NetLink wireless telephone product, then we
and/or our distributor channels may not be able to gain access to the markets in these countries in a timely
fashion, if at all, which would limit international growth of our NetLink product line.

Lower than expected market acceptance of our products, price competition and other price changes would
negatively impact our business.

If the market does not accept our products, particularly our new product offerings which we are relying on
for future revenues, such as our new high definition products, our profitability would likely be harmed. Further,
new products typically have lower gross margins for a period of time after their introduction, and we’ve recently
launched a number of new products and new products are becoming an increasing percentage of our revenues.
For example, our HD video products, which generate higher gross profit dollars than our other non-HD video
products due to higher average selling prices, may result in a lower overall gross margin percentage for an
extended period of time after their introduction depending upon the mix of new products sold during the period.
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Our profitability could also be negatively affected in the future as a result of continuing competitive price
pressures in the sale of video and voice conferencing equipment and network systems, which could cause us to
reduce the prices for any of these products or discontinue one product with the intent of simplifying our product
offering and enhancing sales of a similar product. For example, we believe that the sequential declines in video
network system revenues that we experienced from the fourth quarter of 2004 through the second quarter of 2006
and again in the first and second quarters of 2007 are due in part to lower average selling prices as a result of
increased competitive pressures. Further, we have reduced prices in the past in order to expand the market for our
products, and in the future, we may further reduce prices, introduce new products that carry lower margins in
order to expand the market or stimulate demand for our products, or discontinue existing products as a means of
stimulating growth in a similar product. In addition, we anticipate that our gross margins may become more
difficult to predict due to these types of changes, the wide range of margins associated with each of our product
lines, and shifts in the mix of products sold. Our network systems products typically have higher gross margins
than our other product lines, Therefore, our gross margins could decrease if we continue to experience decreases
in our network systems product sales. For example, in the first quarter of 2007, gross margins for our network
systems products were the lowest we have ever experienced and below our targeted range. Further, if our
network systems sales suffer, a correspondingly negative impact may be had on our services business, which
relies in part on network systems sales for its success. Finally, if we do not fully anticipate, understand and fulfill
the needs of end-user customers in the vertical markets that we serve, we may not be able to fully capitalize on
product sales into those vertical markets and our revenues may, accordingly, fail to grow as anticipated or may be
adversely impacted.

Product obsolescence and excess inventory can negatively affect our results of operations.

We operate in a high technology industry which is subject to rapid and frequent technology and market
demand changes. These changes can often render existing or developing technologies obsolete. In addition, the
introduction of new products and any related actions to discontinue existing products can cause existing
inventory to become obsolete. These obsolescence issues can require write-downs in inventory value when it is
determined that the recorded value of existing inventory is greater than its fair market value, such as we
experienced in the fourth quarter of 2005 with excess ViewStation® inventory and in the third quarter of 2006
with excess QSX™ and ViewStation inventory. Further, as customers transition to our HDX video conferencing
endpoints from our VSX video conferencing endpoints or to our RMX platform from our MGC infrastructure
products, we may experience write-downs in inventory value of these products in the future. Also, the pace of
change in technology development and in the release of new products has increased and is expected to continue
to increase. If sales of one of these products has an unplanned negative effect on sales of another of our products,
it could significantly increase the inventory levels of the negatively impacted product. For each of our products,
the potential exists for new products to render existing products obsolete, cause inventories of existing products
to increase, cause us 1o discontinue a product or reduce the demand for existing products.

Failure 1o adequately service and support our product offerings could harm our results of operations.

Qur products are becoming increasingly more complex and are incorporating more complex technologies,
such as those included in our network systems products, our new video product offerings and our software
products. This has increased the need for enhanced product warranty and service capabilities. If we cannot
adequately develop and train our internal support organization or maintain our relationship with our outside
technical support provider, it could adversely affect our business.

In addition, sales of our telepresence product line is a more complex sales transaction, and the end-user
customer in such transactions typically purchases an enhanced level of support service from us so that it can
ensure that this significant investment can be fully operational and satisfy the end-user’s requirements. This
requires an enhanced level of support from the company in terms of resources and technical knowledge of an
end-user customer’s telecommunication network. As this type of service is relatively new for us, our inability to
provide the proper level of support on a cost beneficial basis may cause damage to our reputation in this new
emerging market and may, as a result, harm our business and results of operations.
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Impairment of our goodwill or other assets would negatively affect our results of operations.

We have acquired several businesses, which together resulted in goodwill valued at approximately $505.0
million and other purchased intangible assets valued at approximately $86.4 million as of December 31, 2007.
This represents a significant portion of the assets recorded on our balance sheet and reflects significant increases
in 2007 as a result of the Destiny and SpectraLink acquisitions. Goodwill and indefinite lived intangible assets
are reviewed for impairment at least annually or sooner under certain circumstances. Other intangible assets that
are deemed to have finite useful lives will continue to be amortized over their useful lives but must be reviewed
for impairment when events or changes in circumstances indicate that the carrying amount of these assets may
not be recoverable. Screening for and assessing whether impairment indicators exist, or if events or changes in
circumstances have occurred, including market conditions, operating fundamentals, competition and general
economic conditions, requires significant judgment. Therefore, we cannot assure you that a charge to operations
will not occur as a result of future goodwill and intangible asset impairment tests. If impairment is deemed to
exist, we would write down the recorded value of these intangible assets to their fair values, as we did in the
fourth quarters of 2007 and 2006, when we wrote down certain intangible assets associated with our acquisition
of Voyant in the amount of $3.6 million and $1.4 million, respectively. If and when these write-downs do occur,
they could harm our business and results of operations.

In addition, we have made investinents in private companies which we classify as “Other assets” on our
balance sheet. The value of these investments is influenced by many factors, including the operating
effectiveness of these companies, the overall health of these companies’ industries, the strength of the private
equity markets and general market conditions. To date, due to these and other factors, we have recorded
cumulative charges against earnings totaling $21.5 million associated with the impairment of such investments,
including $7.4 million in the second quarter of 2007. As of December 31, 2007, our investments in private
companies are valued at $1.7 million. We may make additiopal investments in private companties which would
be subject to similar impairment risks, and these impairment risks may cause us to write down the recorded value
of any such investments. Further, we cannot assure you that future inventory, investment, license, fixed asset or
other asset write-downs will not happen. If future write-downs do occur, they could harm our business and results
of operations.

Our quarterly operating results may fluctuate significantly and are net necessarily a good indicator of
future performance.

Our quarterly operating results have fluctuated in the past and may vary significantly in the future as a result
of a number of factors, many of which are out of our control. These factors include, but are not limited to:

* the impact of increasing negative macrogconomic indicators;

* fluctuations in demand for our products and services, principally due to (i) the changing global
economic environment, {ii) increased competition as we have seen in Asia, particularly in China and
India, across all product lines and globally with respect to video solutions product lines, (iii) the
development of new partnerships, such as the relationships between Tandberg and Cisco Systems and
Tandberg and Hewlett-Packard in our video product line, and (iv) increased competition from larger
companies like Cisco Systems and Hewlett-Packard;

+  the prices and performance of our products and those of our existing or potential new competitors,
which can change rapidly due to technological innovations;

» the timing, size and mix of the orders for our products;

* the impact of new produclt introductions which typically have lower gross margins for a period of time
after their introduction;

*  whether growth of our VolP product sales will negatively impact sales of our circuit-switched products
and whether VoIP product sales will serve as an effective driver for sales of our IP-based video
solutions, as we anticipate;

* changes in tax rates due 1o, among other things, the timing and geographical mix of the eamnings;

20




+ changes in the underlying factors and assumptions regarding a number of highly complex and subjective
variables used in the option-pricing model to determine stock-based compensation which may result In
significant variability in the stock-based compensation costs we record, making such amounts difficult
10 accurately predict;

« slowing sales by our channel partners to their customers, which places further pressure on our channel
partners to minimize inventory levels and reduce purchases of our products;

«  changes to our channel partner programs, contracts and strategy that could result in a reduction in the
number of channel partners or could cause more of our channel partners to add our competitors’
products to their portfolio;

+  the impact of introducing product lines that require a more direct-touch sales model which is expensive;
e the level and mix of inventory that we hold to meet future demand;

« fluctuations in the level of international sales and our exposure to the impact of international currency
fluctnations on both revenues and expenses;

« dependence on third party manufacturers, which would include outside development manufacturers, and
associated manufacturing costs;

*  the magnitude of any costs that we must incur in the event of a product recali or of costs associated with
product warranty claims;

« the impact of seasonality on our various product lines and geographic regions;
+ the impairment of strategic investments or other assets; and

«  adverse outcomes in intellectual property litigation and other matters and the costs associated with
asserting and enforcing our intellectual property portfolio.

As a result of these and potentially other factors, we believe that period-to-period comparisons of our
historical results of operations are not necessarily a good predictor of our future performance. If our future
operating results are below the expectations of stock market securities analysts or investors, our stock price will
likely decline.

General economic conditions may reduce our revenues and harm our business.

Economic conditions worldwide have contributed from time to time to slowdowns in the communications
and networking industries, as well as have caused a negative impact on the specific segments and markets in
which we operate. As our business has grown, we have become increasingly exposed to these adverse changes in
general economic conditions which can result in reductions in capital expenditures by end-user customers for our
products, longer sales cycles, the deferral or delay of purchase commitments for our products and increased
competition. These factors have adversely impacted our operating results in prior years. Any recurrence of these
events could have a similar effect. For example, the recent financial services crisis in the United States and other
current negative macroeconomic indicators, such as the predictions of a possible recession in the United States or
other economic downturns in global markets, could adversely affect our business.

Difficulties in integrating our acquisitions could adversely impact our business.
Difficulties in integrating past or potential future acquisitions could adversely affect our business.

We have completed a number of acquisitions during our operating history, including our acquisitions of
Destiny and Spectralink in the first quarter of 2007. The process of integrating acquired companies into our
operations requires significant resources and is time consuming, expensive and disruptive to our business. For
instance, we experienced such disruption in the second quarter of 2007 where our year-over-year revenue growth
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in our voice business, excluding SpectraLink revenues, was more modest than experienced over the last several
years and even declined sequentialty by 2%. We believe that such disruption continued to have an ongoing
impact for the remainder of 2007 and contributed to our lower than normal sequential growth in the U.S. We
have also experienced, and may continue to experience, unigue legal, geographic or other issues in connection
with the continuing integration of Spectralink’s Danish subsidiary, KIRK telecom. Failure to achieve the
anticipated benefits of these acquisitions, to retain key personnel, or to successfully integrate the operations of
these companies could harm our business, results of operations and cash flows. We may not realize the benefits
we anticipate from these acquisitions because of the following significant challenges:

* potentially incompatibie cultural differences between the two companies;
* incorporating the acquired company’s technology and products into our current and future product lines;

* potential deterioration of the acquired company’s product sales and corresponding revenues due to
integration activities and management distraction;

* potentially creating confusion in the marketplace by ineffectively distinguishing or marketing the
product offerings of the newly acquired company with our existing product lines, such as we
experienced in China with DSTMedia in 2005;

+ geographic dispersion of operations;

* interruption of manufacturing operations as we transition an acquired company’s manufacturing to our
outsourced manufacturing model;

* generating marketing demand for an expanded product line;
* distraction of the existing and acquired sales force during the integration of the companies;

* the difficulty in leveraging the acquired company’s and our combined technologies and capabilities
across all product lines and customer bases: and

* our inability to retain previous customers or employees of an acquired company.

Further, certain of our acquisition agreements incorporate earn-out provisions in them. Such earm-out
provisions entitle the former shareholders of the acquired companies to receive additional consideration upon the
satisfaction of certain predetermined criteria. It is possible that disputes over unpaid earn-out amounts may result
in litigation to the company, which could be costly and cause management distraction.

We have spent and will continue to spend significant resources identifying and acquiring businesses. The
efficient and effective integration of our acquired businesses into our organization is critical to our growth. Any
of our recent and future acquisitions involve numerous risks including difficulties in integrating the operations,
technologies and products of the acquired companies, the diversion of our management’s attention from other
business concerns, particularly when dealing with the integration of large and complex organizations such as
SpectraLink, and the potential loss of key employees of the acquired companies. Failure to achieve the
anticipated benefits of these and any future acquisitions or to successfully integrate the operations of the
companies we acquire could also harm our business, results of operations and cash flows. Additionally, we
cannot assure you that we will not incur material charges in future quarters to reflect additional costs associated
with past acquisitions or any future acquisitions we may make.

Our failure to successfully implement restructuring plans related to vacant and redundan: facilities could
adversely impact our business.

We have in the past, and may in the future, as part of acquiring a company, identify redundant facilities,
which we would develop a plan to exit as part of the integration of the businesses. For example, as of
December 31, 2007 we have a remaining liability in the amount of $2.2 million related to facilities we intend to
vacate in connection with our recent acquisition of Spectralink. This reserve is net of estimated sublease income
we expect to generate, Our estimate of sublease income is based on current comparabie rates for leases in the
respective markets, If actual sublease income is lower than our estimates for any reason, if it takes us longer than
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we estimated to sublease these facilities, or if the associated cost of subleasing or terminating our lease
obligations for these facilities is greater than we estimated, we would incur additional charges to operations
which would harm our business, results of operations and cash flows. To the extent that any such cash outflows
or additional costs exceed the amount of our recorded liability related to the sublease or termination of these
Jease obligations, we could incur a charge to operations which would harm our business and adversely impact our
results of operations.

We experience seasonal demand for our products and services, which may adversely impact our results of
operations during certain periods.

Sales of some of our products have experienced seasonal fluctuations which have affected sequential growth
rates for these products, particularly in our third and first quarters. For example, there is generally a stowdown
for sales of our products in the European region in the third quarter of each year and sales to government entities
typically slow in our fourth quarter and to a greater extent in our first quarter. In addition, sales of our video
conferencing products have historically declined in the first quarter of the year compared to the fourth quarter of
the prior year, although this was not the case in the first quarter of 2007. We also saw a sequential decrease in
group video conferencing unit sales in Europe and Asia in the third quarter of 2006 and in Asia in the third
quarter of 2007, which we believe may be attributable to seasonality. Seasonal fluctuations could negatively
affect our business, which could cause our operating results to fal} short of anticipated results for such quarters.

Our operating results are hard to predict as a significant amount of our sales may occur at theend of a
quarter and certain of our service provider contracts include contractual acceptance provisions.

The timing of our channel parter orders and product shipments and our ability to reduce expenses quickly can
result in harm our operating results.

Qur quarterly revenues and operating results depend in large part upon the volume and timing of channel
partner orders received during a given quarter and the percentage of each order that we are able to ship and
recognize as revenue during each quarter, each of which is extremely difficult to forecast. We are also beginning
to experience longer sales cycles in connection with our high end video conferencing solutions sales, which could
also increase the level of unpredictability and fluctuation in the timing of orders. Further, depending upon the
complexity of these solutions, such as telepresence and some network systems products, and the underlying
contractual terms, revenue may not be recognized until the product has been accepted by the end-user, resulting
in further revenue unpredictability. Moreover, although we have seen better sales linearity throughout 2006 and
2007, a significant portion of our orders in a given quarter are shipped in the last month of that quarter and
sometimes in the last few weeks of the quarter.

Our backlog has fluctuated significantly over our corporate history. While our product backlog has
increased in recent years, we typically ship products shortly after receipt of an order. [n addition, we believe that
backlog levels will continue to fluctuate due to many factors such as the ability of our sales force to generate
orders linearly throughout the quarter, our ability to forecast revenue mix and plan our manufacturing capacity,
customer request dates, timing of product acceptance where contractually required and ongoing service deferrals
as service revenues increase as a percent of total revenue. In addition, orders from our channel partners are based
on the level of demand from end-user customers. Any decline or uncertainty in end-user demand could
significantly negatively impact end-user orders, which could in turn negatively affect orders from our channel
partners in any given quarter. As a result, our backlog could decline in future quarters, even to zero, and we do
not believe backlog is a good indicator of future operating results. Any degradation in linearity levels or any
failure or delay in the closing of orders during the last part of a quarter would materially harm our operating
results. Furthermore, we may be unable to ship products in the period we receive the order due to these or other
factors, which could have an adverse impact on our operating results.

Our expectations for both short and long-term future revenues are based almost exclusively on our own
estimate of future demand and not on firm channel partner orders. Our expense levels are based largely on these
estimates. In addition, the majority of our audic and video network system orders are received in the last month
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of a quarter, typically the last few weeks of that quarter; thus, the unpredictability of the receipt of these orders
could negatively impact our future results. Accordingly, if for any reason orders and revenues do not meet our
expectations in a particular period, we will be limited in our ability to reduce expenses quickly. and any
significant shortfall in demand for our products in relation to our expectations would have an adverse impact on
our operating results.

Delays in receiving contractual acceptance may cause delays in our ability to recognize revenue, depending
upon the timing and shipment of orders under such contracts.

Certain of our sales contracts include product acceptance provisions which vary depending upon the type of
product and individual terms of the contract. In addition, acceptance criteria may be required in other contracts in
the future, depending upon the size and complexity of the sale and the type of products ordered. Accordingly, we
defer revenue until the underlying acceptance criteria in any given contract have been met. Depending upon the
acceptance terms, the timing of the receipt and subsequent shipment of an order may result in acceptance delays,
may reduce the predictability of our revenues, and, consequently, may adversely impact our revenues and results
of operations in any particular quarter.

We face risks related to our dependence on channel partners to sell our products.

To avoid confusion by our channel partners regarding our product offerings, we need to continually devote
significant resources to educating and training them.

When we take any significant actions regarding our product offerings. or acquire new product offerings, it is
important to educate and train our channel partners to avoid any confusion on the desirability of the new product
offering in relation to our existing product offerings.

For instance, integrating acquired product offerings with ours has created confusion among our channel
partners in the past and may continue to do so in the future. We will need to continue to devote significant
resources to educate and train our channel partners about our product offerings. We have recently launched our
HDX video conferencing products, our new RMX conferencing platform and have added additional products
through the acquisitions of Spectralink and Destiny which continue to require significant resources and training
to educate our channels. Channel confusion could also occur if we do not adequately train or educate the channel
on our product families, especially in the cases where we simplify our product offerings by discontinuing one
product in order to stimulate growth of a similar product. Ongoing confusion may lead to delays in ordering our
products, which would negatively affect our revenues.

Conflicts and competition with our channel partners and strategic partners could hurt sales of our products.

We have various Original Equipment Manufacturer (OEM) agreements with major telecommunications
equipment manufacturers, such as Avaya, Cisco Systems and Nortel Networks, whereby we manufacture our
products to work with the equipment of the OEM. These relationships can create conflicts with our other channel
partners who directly compete with our OEM partners, or could create conflicts among our OEM partners who
compete with each other, which could adversely affect revenues from these other channel partrers or our OEM
partners. Conflicts among our OQEM partners could also make continued partnering with these OEM partners
increasingly difficult, or our OEM partners, including large competitors such as Cisco Systems, may decide to
develop products of their own that compete with ours in the future, which could adversely affect our revenues
and results of operations. Because many of our channel partners also sell equipment that competes with our
products, these channel partners could devote more attention to these other products which could harm our
business. Further, as we move to a more direct-touch sales model, we may alienate some of our channel partners
or cause a shift in product sales from our traditional channel model as these traditional refationships evolve over
time. Due to these and other factors, channel conflicts could arise which cause channel partners to devote
resources to other non Polycom communications equipment, or to offer new products from our new and existing
competitors, which would negatively affect our business or results of operations.
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Some of cur current and future products are directly competitive with the products sold by both our channel
and strategic partners. For example, we have an agreement with Cisco Systems under which we ship
SoundStation IP conference phones for resale by Cisco Systems. In addition, Cisco Systems sells a network
systems product which is in direct competition with our network systems offerings. Also, Cisco Systems has a
partnership with Tandberg, one of our major competitors in the video solutions business, pursuant to which
Tandberg provides Cisco Systems with technology that is co-branded and sold by Cisco Systems, Cisco Systems
has also announced a new high end video conferencing product which is in direct competition with our video
conferencing solutions. With our acquisition of SpectraLink, we also compete with Cisco Systems in the WLAN
space. As a consequence of conflicts such as these, there is the potential for our channel and strategic partners to
compete head-to-head with us and to significantly reduce or eliminate their orders of our products or design our
technology out of their products. Further, some of our products are reliant on strategic partnerships with call
servers providers and wireless infrastructure providers. These partnerships result in interoperable features
between products to deliver a total solution to our mutual end-user customers. Competition with our partners in
all of the markets in which we operate is likely to increase, potentially resulting in strains on our existing
relationships with these companies. As an example, we are now competing in the voice-over-IP handset arena
through service providers, which may cause our relationships with our IP PBX strategic partners to erode. In
addition, due tc increasing competition with us for sales of video conferencing equipment, Cisco Systems may
decide to terminate its relationship with us to resell our SoundStation [P conference phones or eliminate the
interoperability of its wireless access points with our NetLink wireless telephones. Further, our strategic partners
may acquire businesses that are competitive with us. Any such strain or acquisition could limit the potential
contribution of our strategic relationships to our business, restrict our ability to form strategic relationships with
these companies in the future and create additional competitive pressures on us, including downward pressure on
our average selling prices, which would result in a decrease in both revenues and gross margins, any of which
could harm our business.

We are subject to risks associated with our channel partners’ product inventories and product sell-through.

We sell a significant amount of our products to channel partners who maintain their own inventory of our
products for sale to dealers and end-users. If these channel partners are unable to sell an adequate amount of their
inventory of our products in a given quarter to dealers and end-users or if channel partners decide to decrease
their inventories for any reason, such as a recurrence of global economic uncertainty and downturn in technology
spending, the volume of our sales to these channel partners and our revenues would be negatively affected. In
additicn, if channel partners decide to purchase more inventory, due to product availability or other reasons, than
is required 10 satisfy end-user demand or if end-user demand does not keep pace with the additional inventory
purchases, channel inventory could grow in any particular quarter, which could adversely affect product revenues
in the subsequent quarter. In addition, we also face the risk that some of our channel partners have inventory
levels in excess of future anticipated sales. If such sales do not occur in the time frame anticipated by these
channel partners for any reason, these channel partners may substantially decrease the amount of product they
order from us in subsequent periods, or product returns may exceed historical or predicted levels, which would
harm our business. Moreover, if we choose to eliminate or reduce special cost or stocking incentive programs,
quarterly revenues may fail to meet our expectations or be lower than historical levels.

Our revenue estimates associated with products stocked by some of our channel partners are based largely
on end-user sales reports that our channel partners provide to us on a monthly basis. To date, we believe this data
has been generally accurate. To the extent that this sales-out and channel inventory data is inaccurate or not
received timely, we may not be able to make revenue estimates for future periods.

Potential changes to our channel parter programs or channel partner contracts may not be favorably received
and as a result our channel partner relationships and results of operations may be adversely impacted,

Our channel partners are eligible to participate in various incentive programs, depending upon their
contractual arrangements with us. As part of these arrangements, we have the right to make changes in our
programs and launch new programs as business conditions warrant. Further, from time to time, we may make
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changes to our channel partner contracts. These changes could upset our channel partners to the extent that they
could add competitive products to their portfolios, delay advertising or sales of our products, or shift more
emphasis to selling our competitors products, if not appropriately handled. There can be no assurance that our
channel partners will be receptive to future changes and that we will receive the positive benefits that we are
anticipating in making these program and contractual changes.

Consolidation of our channel partners may result in changes to our overall business relationships and less
favorable contractual terms.

We have recently seen consolidation among certain of our existing channel pariners. In such instances, we
may experience changes to our overall business and operational relationships due to dealing with a larger
combined entity. Further, our ability to maintain such relationships on favorable contractual terms may be
limited. For instance, the combined entity may be successful in negotiating the most favorable contractual terms
out of each of their respective contracts, including terms such as credit and acceptance, which are less favorable
than those in our existing contracts with each channel partner. Depending on the extent of these changes, the
timing and extent of revenue from these channel partners may be adversely affected.

We are subject to risks associated with the success of the businesses of our channel partners.

Many of our channel partners that carry multiple Polycom products, and from whom we derive significant
revenues, are thinly capitalized. Although we perform ongoing evaluations of the creditworthiness of our channel
partners, the failure of these businesses to establish and sustain profitability, obtain financing or adequately fund
capital expenditures could have a significant negative effect on our future revenue levels and profitability and our
ability to collect our receivables. In addition, economic uncertainty, a downturn in technology spending in the
United States and other countries, and the current financial services crisis may restrict the availability of capital
which may delay our collections from our channel partners beyond our historical experience or may cause
companies to file for bankruptcy. For example, one of our large European distributors filed for bankruptey in the
fourth quarter of 2007.

Our channel partner contracts are typically short-term and early termination of these contracts may harm our
results of operations.

We do not typically enter into long-term contracts with our channel partners, and we cannot be certain as to
future order levels from our channel partners. When we do enter into a long-term contract, the contract is
generally terminable at the convenience of the channel partner. In the event of an early termination by one of our
major channel partners, we believe that the end-user customer would likely purchase from another one of our
channel partners. If this did not occur and we were unable to rapidly replace that revenue source, its loss would
harm our results of operations.

If revenues from sales to our service provider customers decrease significantly from prior periods, our
results of operations may suffer materially.

Service providers constitute some of the larger end-user customers of our voice network systems products,
and we experience significant quarterly variability in the timing and amount of these orders. The revenues for
network systems products from service providers are subject to more variability than network systems product
revenues from our channel partners. The loss of any one of these service provider customers for our network
systems products, or our failure to adequately maintain or grow the level of network systems-related product
sales to service providers, could have a materially adverse impact on our consolidated revenues.
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We face risks related to our international operations and sales.

Because of our significant operations in Israel, we are subject to risks associated with the military and political
environment in Israel and the Middle East region.

The principal research and development and manufacturing facilities for our network systems products and
many of the suppliers for such products are located in Israel. Political, economic and military conditions in Israel
and the Middle East region directly affect our network systems group’s operations. A number of armed conflicts
have taken place and continue to take place between Israel and its geographic neighbors, As a result, certain of
our employees have been called to active military duty, and additional employees may be called to serve in the
futare. Current and future armed conflicts or political instability in the region may impair our ability to produce
and sell our network systems products and could disrupt research or developmental activities. For example, a key
supplier’s operations were interrupted and had to be relocated during the second quarter of 2006. This instability
could have an adverse impact on our results of operations, Further, the military action in Iraq or other countries
in the region perceived as a threat by the United States government could result in additional unrest or cause
Israel to be attacked, which would adversely affect our results of operations and harm our business.

International sales and expenses represent a significant portion of our revenues and operating expenses and
risks inherent in internationgl operations could harm our business.

International sales and expenses represent a significant portion of our revenues and operating expenses, and
we anticipate that international sales will continue to increase and to account for a significant portion of our
revenues for the foreseeable future and that international operating expenses will continue to increase,
International sales and expenses are subject to certain inherent risks, including the following:

s adverse economic conditions in international markets;
+ potential foreign currency exchange rate fluctuations;
+ the near and long-term impact of the instability in Iraq or other hostilities;

+ disruptions in business due to natural disasters, quarantines or other disruptions associated with
infectious diseases or other events beyond our control;

« unexpected changes in regulatory requirements and tariffs;

= adverse economic impact of terrorist attacks and incidents and any military response to those attacks;

+ difficulties in staffing and managing foreign operations;

= difficulties in competing effectively for international sales against international competitors;

* longer payment cycles;

+ problems in collecting accounts receivable; and

+ potentially adverse tax consequences.

International revenues may fluctuate as a percentage of total revenues in the future as we introduce new
products. These fluctuations are primarily the result of our practice of introducing new products in North America
first and the additional time required for product homologation and regulatory approvals of new products in
international markets. To the extent we are unable to expand international sales in a timely and cost-effective

manner, our business could be harmed. We cannot assure you that we will be able to maintain or increase
international market demand for our products.

Although, to date, a substantial majority of our international sales have been denominated in U.S. currency,
we expect that a growing number of sales will be denominated in non-U.S. currencies as more international
customers request billing in their currency. Commencing in January 2006, we established local currency pricing
in the European Union and the United Kingdom whereby we price and invoice our products and services in Euros
and British Pounds. In addition, some of our competitors currently invoice in foreign currency, which could be a
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disadvantage to us in those markets where we do not. Qur international operating expenses are denominated in
foreign currency. As a result of these factors, we expect our business will be significantly more vulnerable to
currency fluctuations, which could adversely impact our results of operations. For instance, particularly in the
second quarter of 2006 and third quarter of 2007, our international operating costs increased as a result of the
weakness in the U.S. dollar. These currency fluctuations were recorded in other income (expense) in our
Consolidated Statements of Operations. We will continue to evaluate whether to, and are likely to decide to,
expand the type of products we sell in selected foreign currencies in addition to the Euro and British Pound or
may, for specific customer situations, choose to sell our products in foreign currencies, thereby further increasing
our foreign exchange risk.

While we do not hedge for speculative purposes, as a result of our increased exposure 1o currency
fluctuations, we from time to lime engage in currency hedging activities to mitigate currency fluctuation
exposure, Also, due to the denomination of our European product sales in Euros and of our United Kingdom
product sales in British Pounds, we have increased our hedging activity. However, we have limited experience
with these hedging activities, and they may not be successful, which could harm our operating results and
financial condition. In addition, significant adverse changes in currency exchange rates could cause our products
to become relatively more expensive to customers in a particular country, leading to a reduction in revenue or
profitability in that country, as discounts may be temporarily or permanently affected.

Difficulties we may encounter managing a substantially larger business could adversely affect our
operating results.

If we fail to successfully attract and retain qualified personnel, our business will be harmed.

Our future success will depend in part on our continued ability to hire, assimilate and retain qualified
personnel, including the additional sales personnel we plan to hire in 2008 and the retention of key sales personnel
as we move to a more direct-touch sales model. Competition for such personnel is intense, and we may not be
successful in attracting or retaining such personnel. In addition, the success of our planned expansion of our sales
force is also dependent upon their ability to achieve certain productivity levels in an acceptable timeframe and any
inability to do so could be disruptive to our business and have a material adverse impact on our operating results.
For instance, we believe that execution by the sales team in the third quarter of 2007 was adversely impacted by
distraction caused in part by the shift to a direct-touch sales model as well as due to the ongoing integration of the
Spectral.ink operations at that time.

From time to time, we may also decide to replace certain key personnel or make changes in certain senior
management positions, particularly as we continue to grow to meet market demands, or make organizational
changes such as we did in 2007, when we created the Video Solutions organization, through the combination of
our Video and Network Systems divisions. In addition, in January 2008 we reorganized our U.S. sales
organization resulting in changes in certain key sales management positions. Such transitions may be disruptive
to the affected function and our business, possibly on a longer term basis than we expect, particutarly as the
reorganized team, many of whom have not worked together previously, leamns to work together effectively, and
could divert management’s attention from other ongoing business concerns. Further, we may not experience the
operating efficiencies in product planning, research, and development or sales productivity that the
reorganization is intended to achieve, particularly in light of the current U.S. economic uncertainty.

The loss of key employees, including key employees from our recently acquired companies, the failure of
any key employee to perform in his or her current position or our inability to attract and retain skilled employees,
particularly technical and management, as needed, could harm our business.

In addition, as we add more complex software product offerings, it will become increasingly important to
retain and attract individuals who are skilled in managing and developing these complex software product
offerings. Further, many of our key employees in Isracl, who are responsible for development of our network
systems products, are obligated to perform annual military reserve duty and may be called to active duty at any
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time under emergency conditions. The loss of the services of any executive officer or other key technical or
management personne] could have an adverse and disruptive impact on their affected function and, consequently,
materially harm our business or operations,

We have experienced significant growth in our business and operations due to internal expansion and business
acquisitions, and if we do not appropriately manage this growth and any future growth, our operating results
will be negatively affected.

Our business has grown in recent years through both internal expansion and business acquisitions, including
our acquisitions of SpectraLink and Destiny in 2007, and continued growth may cause a significant strain on our
infrastructure, internal systems and managerial resources. To manage our growth effectively, we must continue
to improve and expand our infrastructure, including information technology and financial operating and
administrative systems and controls, and continue managing headcount, capital and processes in an efficient
manner. Our productivity and the quality of our products may be adversely affected if we do not integrate and
train our new employees quickly and effectively and coordinate among our executive, engineering, finance,
marketing, sales, operations and customer support organizations, all of which add to the complexity of our
organization and increase our operating expenses. We also may be less able to predict and effectively control our
operating expenses due to the growth and increasing complexity of our business. In addition, our information
technelogy systems may not grow at a sufficient rate to keep up with the processing and information demands
placed on them by a much larger company. The efforts to continue to expand our information technology systems
or our inability to do so could harm our business. For instance, in the second quarter of 2008, we plan to begin
upgrading our Enterprise Resource Planning (ERP) systems to meet the growing demands of our business which,
if such upgrades are not effectively or timely completed, could cavse harm to our ongoing business operations.
Further, revenues may not grow at a sufficient rate to absorb the costs associated with a larger overall headcount.

Our future growth may require significant additional resources given that, as we increase our business
operations in complexity and scale, we may have insufficient management capabilities and internal bandwidth to
manage our growth and business effectively, We cannot assure you that resources will be available when we need
them or that we will have sufficient capital to fund these potential resource needs. Also, as we assess our resources
following our acquisitions, we will likely determine that redundancy in certain areas will require consolidation of
these resources. Any organizaticnal disruptions associated with the consolidation process could require further
management attention and financial expenditures. If we are unable to manage our growth effectively, if we
experience a shortfall in resources or if we must take additional restructuring charges, our results of operations will
be harmed.

We have limited supply sources for some key components of our products and for the outside development
and manufacture of certain of our products, and our operations could be harmed by supply interruptions,
component defects or unavailability of these components or products,

Some key components used in our products are currently available from onty one source and others are
available from only a limited number of sources, including some key integrated circuits and optical elements,
Because of such limited sources for component parts, we may have little or no ability to procure these parts on
favorable pricing terms. We also obtain certain plastic housings, metal castings, batteries, and other components
from suppliers located in China and certain Southeast Asia countries, and any political or economic instability in
that region in the future, quarantines or other disruptions associated with infectious diseases, or future import
restrictions, may cause delays or an inability to obtain these supplies. Further, we have suppliers in Israel and the
military action in Iraq or war with other Middle Eastern countries perceived as a threat by the United States
government may cause delays or an inability to obtain supplies for our network systems products.

We have no raw material supply commitments from our suppliers and generally purchase components on a
purchase order basis either directly or through our contract manufacturers. Some of the components included in
our products, such as microprocessors and other integrated circuits, have from time to time been subject to
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limited allocations by suppliers. In addition, companies with limited or uncertain financial resources manufacture
some of these components. Further, we do not always have direct control over the supply chain, as many of our
component parts are procured for us by our contract manufacturers. In the event that we, or our contract
manufacturers, are unable to obtain sufficient supplies of components, develop alternative sources as needed, or
companies with limited financial resources go out of business, our operating results could be seriously harmed.

Moreover, our operating results would be seriously harmed by receipt of a significant number of defective
components or components that fail to fully comply with environmental or other regulatory requirements, an
increase in component prices, such as the recent price increases for components that are in compliance with the
Restrictions on Hazardous Substances (RoHS) rules in Europe, or our inability to obtain lower component prices
in response to competitive price reductions.

Additionally, our HDX video conferencing products are designed based on integrated circuits produced by
Texas Instruments and cameras produced by JVC. Our VSX video conferencing products are designed based on
integrated circuits produced by Equator Technologies, a subsidiary of Pixelworks Inc., and cameras produced by
Sony. If we could no longer obtain integrated circuits or cameras from these suppliers, we would incur
substantial expense and take substantial time in redesigning our products to be compatible with components from
other manufacturers, and we cannot assure you that we would be successful in obtaining these components from
alternative sources in a timely or cost-effective manner. Additionally, Sony competes with us in the video
communications industry, which may adversely affect our ability to obtain necessary components. The failure to
obtain adequate supplies of vital components could prevent or delay product shipments, which could harm our
business. We also rely on the introduction schedules of some key components in the development or launch of
new products. Any delays in the availability of these key components could harm our business.

Further, we have strategic relationships with third parties to develop and manufacture certain products for
us. The loss of any such strategic relationship due to competitive reasons, our inability to resolve any contractual
disputes that may arise between us, the financial instability of a strategic partner, or other factors, could have a
negative impact on our ability to produce and sell certain products and product lines and, consequently, may
adversely affect our revenues and results of operations.

Finally, the business failure or financial instability of any supplier of these components or product
manufacturer could adversely affect our cash flows if we were to expend funds in some manner to ensure the
continued supply of those components or products. ,

Manufacturing disruption or capacity constraints would harm our business.

We subcontract the manufacture of our voice products, including our recently acquired Spectralink
products, and video product lines to Celestica, a third-party contract manufacturer. We use Celestica’s facilities
in Thailand, China and Singapore, and should there be any disruption in services due to natural disaster, terrorist
acts, quarantines or other disruptions associated with infectious diseases, or other similar events, or economic or
political difficulties in any of these countries or Asia or any other reason, such disruption would harm our
business and results of operations. Also, Celestica’s facilities are currently the manufacturer for substantially all
of these products, which means we are essentially sole-sourced for the manufacturing of such products, and if
Celestica experiences an interruption in operations, suffers from capacity constraints, which may include
constrainis based on production demands from us as we grow our business, or is otherwise unable to meet our
current or future production requirements we would experience a delay or inability to ship our products, which
would have an immediate negative impact on our revenues. Moreover, any incapacitation of a manufacturing site
due to destruction, natural disaster or similar events could result in a loss of product inventory. As a result of any
of the foregoing, we may not be able to meet demand for our products, which could negatively affect revenues in
the quarter of the disruption or longer depending upon the magnitude of the event, and could harm our reputation.
In addition, operating in the international environment exposes us to certain inherent risks, including unexpected
changes in regulatory requirements and tariffs, difficulties in staffing and managing foreign operations and
potentially adverse tax consequences, all of which could harm our business and results of operations.

30




We have recently transitioned the manufacturing of the products acquired as a result of the SpectraLink
acquisition, which products were previously manufactured in Boulder, Colorado and through a third-party contract
manufacturer in Mexico, to Celestica in Thailand and Benchmark Electronics in Alabama and Thailand. Although
we are in the early stages of this transition, we have experienced delays in the manufacturing and delivery of
products to fulfill orders, which adversely impacted our revenues on these products in the fourth quarter of 2007.
We may continue to experience such delays and a resulting adverse impact on revenues in future quarters as we
ramp production with these third-party contract manufacturers.

With respect to the products acquired as a result of the SpectraLink acquisition and its Danish subsidiary
KIRK telecom, the majority of the KIRK products are manufactured in Horsens, Denmark, Any event that
may disrupt or indefinitely discontinue the facilities’ capacity to manufacture, assemble and repair our KIRK
products could greatly impair our ability to generate revenue, fulfill orders and attain financial goals for these
products.

We face risks relating to changes in rules and regulations of the FCC and other regulatory agencies.

The wireless communications industry, in which we are now involved due to the Spectralink acquisition, is
regulated by the FCC in the United States and similar government agencies in other countries and is subject to
changing political, econormic, and regulatory influences. Regulatory changes, including changes in the allocation
of available frequency spectrum, or changing free un-licensed to fee based spectrum licensing, could
significantly impact our Spectralink operations in the United States and internationally.

1f we have insufficient proprietary rights or if we fail to protect those rights we have, our business would
be materially impaired.

We rely on third-party license agreements and termination or impairment of these agreements may cause delays
or reductions in product introductions or shipments which would harm our business.

We have licensing agreements with various suppliers for software incorporated into our products. For
example, we license video communications source code from ADTRAN, Delcom, Mitsubishi, Simtrol, Skelmir,
SNMP, and Software House, video algorithm protocols from DSP, ATT/LUCENT and Flextronics, Windows
software from Microsoft, development source code from Avaya, Cisco Systems, In Focus Systems Inc., Nokia,
Nortel Networks, Vocal Technologies Ltd., Wind River, Ingenient and Avistar, audio algorithms from D2, Nortel
Networks, Sipro, Telogy and Voiceage, and communication software from Konexx and RADVISION. In
addition, certain of our products are developed and manufactured based largely or solely on third-party
technology. These third-party software licenses and arrangements may not continue to be available to us on
commercially reasonable or competitive terms, if at all. The termination or impairment of these licenses could
result in delays or reductions in new product introductions or current product shipments until equivalent software
could be developed, licensed and integrated, it at all possible, which would harm our business and results of
operations. Further, if we are unable to obtain necessary technology licenses on commercially reasonable or
competitive terms, we could be prohibited from marketing our products, could be forced to market products
without certain features, or could incur substantial costs to redesign our products, defend legal actions, or pay
damages.

We rely on our 802.11 technology partners to continue to provide the wireless local area network for our
NetLink product, and to provide access points which support Spectralink’s Voice Priority (SVP) technology.

In the absence of a wireless voice prioritization standard to ensure quality of service, we rely on 802.11
technology partners, such as Alcatel-Lucent, Aruba Wireless Networks, Cisco Systems, Nortel, Symbol
Technologies, 3 Com, and Trapeze Networks Inc, to continue to provide wireless local area network support for
our NetLink product, and to provide access points that support SpectraLink’s SVP capability. If any of our
technology partners fail to provide voice prioritization support for cur products, the market opportunity for
NetLink products would be reduced and our future results of operations would be harmed until we find new
802.1) technology partners or voice prioritization standards are adopted.
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We rely on patents, trademarks, copyrights and trade secrets to protect our proprietary rights which may not be
sufficient to protect our intellectual property.

We rely on a combination of patent, copyright, trademark and trade secret laws and confidentiality
procedures to protect our proprietary rights. Others may independently develop similar proprietary information
and techniques or gain access to our intellectual property rights or disclose such technology. In addition, we
cannot assure you that any patent or registered trademark owned by us will not be invalidated, circumvented or
challenged in the U.S. or foreign countries or that the rights granted thereunder will provide competitive
advantages to us or that any of our pending or future patent applications will be issued with the scope of the
claims sought by us, if at all. Furthermore, others may develop similar products, duplicate our products or design
around our patents. In addition, foreign intellectual property laws may not protect our intellectual property rights.
Litigation may be necessary to enforce our patents and other intellectual property rights, to protect our trade
secrets, to determine the validity of and scope of the proprietary rights of others, or to defend against claims of
infringement or invalidity. Litigation could result in substantial costs and diversion of resources which could
harm our business, and we could ultimately be unsuccessful in protecting our intellectual property rights.

We face intellectual property infringement claims and other litigation claims that might be costly to resolve and,
if resolved adversely, may harm our operating results or financial condition.

We are a party to lawsuits (patent-related and otherwise) in the normal course of our business. The results
of, and costs associated with, complex litigation matters are difficult to predict, and the uncertainty associated
with substantial unresolved lawsuits could harm our business, financial condition and reputation. Negative
developments with respect to pending lawsuits could cause our stock price to decline, and an unfavorable
resolution of any particular lawsuit could have an adverse and possibly material effect on our business and results
of operations.

We expect that the number and significance of claims and legal proceedings that assert patent infringement
claims or other intellectual property rights covering our products will increase as our business expands. In
particular, we expect to face an increasing number of patent and copyright claims as the number of products and
competitors in our industry grows and the functionality of video, voice, data and web conferencing products
overlap. Any claims or proceedings against us, whether meritorious or not, could be time consuming, result in
costly litigation, require significant amounts of management time, result in the diversion of significant
operational resources, or require us to enter into royalty or licensing agreements. Such royalty or licensing
agreements, if required, may not be available on terms favorable to us or at all. An unfavorable outcome in any
such claim or proceeding could have a material adverse impact on our financial position and results of operations
for the period in which the unfavorable outcome occurs, and potentially in future periods. Further, any settlement
announced by us may expose us to further claims against us by third parties seeking monetary or other damages
which, even if unsuccessful, would divert management attention from the business and cause us to incur costs,
possibly material, to defend such matters.

Loss of government contracts or failure to obtain required government certifications could have a material
adverse effect on our business.

We sell our products indirectly and provide services to governmental entities in accordance with certain
regulated contractual arrangements. While reporting and compliance with government contracts is the role of our
indirect partner, the partner’s lack of reporting or compliance could have an impact on the sales of our products
to government agencies. Further, the United States Federal government has certain certification and product
requirements for products sold to them. If we are unable to meet applicable certification or other requirements
within the timeframes specified by the United States Federal government, our revenues and results of operations
would be adversely impacted.
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While we believe we currently have adequate internal control over financial reporting, we are required to
evaluate our internal contrel over financial reporting under Section 404 of the Sarbanes-Oxley Act of 2002
and any adverse results from such evaluation could result in a loss of investor confidence in our financial
reports and have an adverse effect on our stock price.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002 (Section 404), we are required to furnish a
report by our management on our internal control over financial reporting. Such report contains, among other
matters, an assessment of the effectiveness of our internal control over financial reporting as of the end of our
fiscal year, including a statement as to whether or not our internal control over financial reporting is effective.
This assessment must include disclosure of any material weaknesses in our internal control over financial
reporting identified by management. While we were able to assert in this Annual Report on Form 10-K for the
fiscal year ended December 31, 2007, that our internal control over financial reporting was effective as of
December 31, 2007, we must continue to monitor and assess our internal control over financial reporting. In
addition, our control framework may suffer if we are unable to effectively incorporate Spectralink’s existing
controls that have not yet been integrated into our control structure or to adapt our control framework
appropriately as we continue to grow our business. If we are unable to assert in any future reporting period that
our internal control over financial reporting is effective (or if our independent registered public accounting firm
is unable to express an opinion on the effectiveness of our internal controls), we could lose investor confidence in
the accuracy and completeness of our financial reports, which would have an adverse effect on our stock price.

Changes in existing financial accounting standards or practices may adversely affect our results of
operations.

Changes in existing accounting rules or practices, new accounting pronouncements, or varying
interpretations of current accounting pronouncements could have a significant adverse effect on our results of
operations or the manner in which we conduct our business. Further, such changes could potentially affect our
reporting of transactions completed before such changes are effective. For example, through 2005, we were not
required to record stock-based compensation charges to earnings in connection with stock option grants and other
stock awards to our employees. However, the Financial Accounting Standards Board (FASB) issued SFAS
123(R), “Share-Based Payment,” which now requires us to record stock-based compensation charges to earnings
for employee stock awards. Such charges reduced net income by $16.3 million in 2006 and by $29.9 million in
2007 and will continue to negatively impact our future earnings. In addition, future changes to various
assumptions used to determine the fair value of awards issued or the amount and type of equity awards granted
create uncertainty as to the amount of future stock-based compensation expense and make such amounts difficult
to predict accurately.

Changes in our tax rates could adversely affect our future results.

The Company’s future effective tax rates could be unfavorably affected by changes in the mix of earnings in
countries with differing statutory tax rates, changes in the valuation of the Company’s deferred tax assets and
liabilities, or changes in tax laws or their interpretation. For instance, we previously announced an increase in our
expected tax rate in 2006 due to the lapse in the U.S, research and development tax credit, which was subsequently
reinstated and resulted in a tax rate adjustment in the fourth quarter of 2006. The adoption of SFAS 123(R) also
adds more unpredictability and variability to our future effective tax rates. In addition, the adoption of FIN 48 in
January 2007 may add more variability to our future effective tax rates. For example, our 2006 effective tax rate
increased from 28% to 30% as a result of some of these factors and could further increase in the future.

In addition, the Company is subject to the periodic examination of its income tax returns by the Internal
Revenue Service and other tax authorities. The Company regularly assesses the likelihood of adverse outcomes
resulting from these examinations to determine the adequacy of its provision for income taxes. There can be no
assurance that the outcomes from these continuous examinations will not have an adverse effect on the
Company's net income and financial condition, possibly materially.
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Business interruptions could adversely affect our operations.

Our operations are vulnerable to interruption by fire, earthquake, or other natural disaster, quarantines or
other disruptions associated with infectious diseases, national catastrophe, terrorist activities, war, ongoing lraqi
disturbances, an attack on Israel, disruptions in our computing and communications infrastructure due to power
loss, telecommunications failure, human error, physical or electronic security breaches and computer viruses
{which could leave us vulnerable to loss of our intetlectual property and disruption of our business activities), and
other events beyond our control. We do not have a fully implemented detailed disaster recovery plan. In addition,
our business interruption insurance may not be sufficient 1o compensate us for losses that may occur, and any
losses or damages incurred by us could have a material adverse effect on our business and results of operations.

Qur cash flow could fluctuate due to the potential difficulty of collecting our receivables and managing our
inventories.

Over the past few years, we initiated significant investments in Europe and Asia to expand our business in
these regions. In Europe and Asia, as with other international regions, credit terms are typically longer than in the
United States. Therefore, as Europe, Asia and other international regions grow as a percentage of our revenues,
accounts receivable balances will likely increase as compared to previous years. Although, from time to time, we
have been able to largely offset the effects of these influences through additional incentives offered to channel
partners at the end of each quarter in the form of prepaid discounts, these additional incentives have lowered our
profitability. In addition, economic uncertainty or a downturn in technology spending in the United States and
other countries may restrict the availability of capital which may delay our collections from our channel partners
beyond our historical experience or may cause companies to file for bankruptcy. For example, one of our large
European distributors filed for bankruptcy in the fourth quarter of 2007. Either of these conditions would harm
our cash flow and days sales outstanding performance. Although in recent quarters our experience in collecting
receivables has been good and we expect this trend to continue, there can be no assurance that it will continue.

In addition, as we manage our business and focus on shorter shipment lead times for certain of our products
and implement freight cost reduction programs, our inventory levels may increase, resulting in decreased
inventory turns that could negatively impact our cash flow. We believe inventory turns will continue to fluctuate
depending upon our ability to reduce lead times, as well as due to changes in product mix and a greater mix of
ocean freight versus air freight to reduce freight costs.

Our stock price fluctuates as a result of the conduct of our business and stock market fluctuations.

The market price of our common stock has from time to time experienced significant fluctuations. The
market price of our common stock may be significantly affected by a variety of factors, including:

= statements or changes in opinions, ratings or earnings estimates made by brokerage firms or industry
analysts relating to the market in which we do business, including competitors, partners, suppliers or
telecommunications industry leaders or relating to us specifically;

« the announcement of new products or product enhancements by us or our competitors;

+ technological innovations by us or our competitors,

+ quarterly variations in our results of operations;

« acquisition of one of our competitors by a significantly larger company;

+ general market conditions or market conditions specific to technology industries; and

» domestic and international macroeconomic factors.

1n addition, the stock market continues to experience price and volume fluctuations. These fluctuations have

had a substantial effect on the market prices for many high technology companies like us and are often unrelated
to the operating performance of the specific companies.
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ITEM 1B. UNRESOLVED STAFF COMMENTS
Not applicable.

ITEM 2. PROPERTIES

We are currently headquartered in an approximately 50,000 square foot leased facility in Pleasanton,
California. This facility accommodates our executive and administrative operations. Our approximately 86,000
square foot leased facility in San Jose, California houses research and development, manufacturing, marketing,
sales and customer support operations for our voice communications business. We lease an approximately
107,000 square foot facility in Andover, Massachusetts, an approximately 32,000 square foot facility in Dayton,
Ohio, and an approximately 62,000 square foot facility in Austin, Texas where the majority of our service
operations and a portion of our video solutions operations are located. Additional video solutions operations
occupy leased space of approximately 49,000 square feet in Petach Tikva, lsrael, approximately 64,000 square
feet in Westminster, Colorado, as well as 22,000 square feet in Atlanta, Georgia, which is also shared with our
installed voice business. We also lease a 119,000 square foot facility in Boulder, Colorado following our
acquisition of SpectraLink in March 2007. In addition, we lease space in Burnaby, Canada for the VoIP
development operation and in Burlington, Massachusetts for the advanced voice development opcrauons See
Note 9 of Notes to Consolidated Financial Statements.

We lease an approximately 55,000 square foot facility in Tracy, California for our North American and
Latin American distribution center. Further, we utilize space at our manufacturing contractor in Thailand and our
European distribution contractor in the United Kingdom and Netherlands to provide Asian and European
distribution and repair centers, respectively.

Within the U.S., we lease office space, primarily for sales offices in various metropolitan locations,
including Atlanta, Georgia; Chicago, lllinois; Herndon, Virginia; Irvine, California; New York, New York; and
Datlas, Texas. Outside of the U.S, we lease offices in several countries, including Argentina, Australia, Brazil,
Canada, China, Denmark, France, Germany, Hong Kong, India, Italy, Israel, Japan, Korea, Mexico, Netheriands,
Peru, Singapore, Spain, Switzerland, Thailand and the United Kingdom. Our facilities are leased pursuant to
agreements that expire beginning in 2008 and extend out to 2017.

‘We believe that our current facilities are adequate to meet our needs for the foreseeable future and that suitable
additional or alternative space will be available in the future on commercially reasonable terms as needed.

ITEM 3. LEGAL PROCEEDINGS

From time to time, we are involved in claims and legal proceedings that arise in the ordinary course of
business. We expect that the number and significance of these matters will increase as our business expands. In
particular, we expect to face an increasing number of patent and other intellectual property claims as the number
of products and competitors in Polycom’s industry grows and the functionality of video, voice, data and web
conferencing products overlap. Any claims or proceedings against us, whether meritorious or not, could be time
consuming, result in costly litigation, require significant amounts of management time, result in the diversion of
significant operational resources, or require us to enter into royalty or licensing agreements which, if required,
may not be available on terms favorable to us or at all. Based on currently available information, management
does not believe that the ultimate outcomes of these unresolved matters, individually and in the aggregate, are
likely to have a material adverse effect on the Company’s financial position, liquidity or results of operations.
However, litigation is subject to inherent uncertainties, and our view of these matters may change in the future.
Were an unfavorable outcome to occur, there exists the possibility of a material adverse impact on our financial
position and results of operations or liquidity for the period in which the unfavorable cutcome occurs or becomes
probable, and potentially in future periads,

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
Not applicable.
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EXECUTIVE OFFICERS OF THE REGISTRANT

Our executive officers, and all persons chosen to become executive officers, and their ages and positions as
of February 29, 2008, are as follows:

Name ﬁ E_OM

Robert C. Hagerty* . .... ... 56 Chairman of the Board, Chief Executive Officer and President

Michael R. Kourey* ....... 48 Senior Vice President, Finance and Administration, Chief Financial
Officer and Director

Geno J. Alissi ............ 58 Senior Vice President and General Manager, Polycom Global Services

Sunil K.Bhalla ........... 51 Senior Vice President and General Manager, Voice Communications

Sayed M. Darwish . ........ 42 Senior Vice President, Chief Administrative Officer, General Counsel and
Secretary

Lavral.Durr ............. 47  Vice President, Worldwide Controller and Principal Accounting Officer

David R. Phillips .......... 53 Senior Vice President, Worldwide Sales

Joseph A. Sigrist .......... 46  Senior Vice President and General Manager, Video Solutions

* Member of the Board of Directors.

Mr. Hagerty joined us in January 1997 as our President and Chief Operating Officer and as a member of our
Board of Directors. In July 1998, Mr. Hagerty was named Chief Executive Officer. In March 2000, Mr. Hagerty
was named Chairman of the Board. Prior to joining us, Mr. Hagerty served as President of Stylus Assets, Ltd., a
developer of software and hardware products for fax, document management and Internet communications. He
also held several key management positions with Logitech, Inc., including Operating Committee Member to the
Office of the President, and Senior Vice President/General Manager of Logitech's retail division and worldwide
operations. In addition, Mr. Hagerty’s career history includes positions as Vice President, High Performance
Products for Conner Peripherals and key management positions at Signal Corporation and Digital Equipment
Corporation. Mr. Hagerty currently serves as a member of the Board of Directors of Palm, Inc. Mr. Hagerty holds
a B.S. in Operations Research and Industrial Engineering from the University of Massachusetts, and an M.A. in
Management from St. Mary’s College of California.

Mr. Kourey has served as our Senior Vice President, Finance and Administration since January 1999 and as
our Chief Financial Officer since January 1995. In addition, Mr. Kourey has been one of our directors since
January 1999. He also served as Vice President, Finance and Administration from January 1995 to January 1999,
Vice President, Finance and Operations from July 1991 to January 1995, Secretary from June 1993 to May 2003
and Treasurer from May 2003 to May 2004. Mr. Kourey currently serves as a member of the Board of Directors
of Aruba Networks, Inc. and Riverbed Technology, Inc. and serves on the Advisory Board of the Business
School at Santa Clara University. Prior to joining us, he was Vice President, Operations of Verilink Corporation.
Mr. Kourey holds a B.S. in Managerial Economics from the University of California, Davis, and an M.B.A. from
Santa Clara University.

Mr. Alissi joined us in 2001 as Vice President and General Manager of our iPower Video Communications
Division. In 2003, Mr. Alissi became Vice President and General Manager of Polycom Global Services and
served in that capacity until being promoted to his current position as Senior Vice President and General
Manager, Global Services Division in February 2007. Prior to joining Polycom, Mr. Alissi was Vice President
and General Manager, Intel Communications Group Dialogic Communications Software and Services Division.
M. Alissi also has held key senior management positions at Digital Equipment Corporation. Mr. Alissi holds a
Bachelor of Arts degree in Economics from the American International College. He also holds a Master of Arts
degree in Economics from the University of Hartford.

Mr. Bhalla joined us in February 2000 as our Senior Vice President and General Manager, Voice
Communications. Before joining us, Mr. Bhalla served as Vice President of Polaroid Corporation’s Internet

Business from QOctober 1999 to January 2000 and also served as Polaroid’s Vice President and General Manager,
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Worldwide Digital Imaging Business from June 1998 to October 1999, Previousty, Mr. Bhatla also held posts as
Director of Strategic Marketing at Computervision Corporation from September 1991 to June 1993, as well as
senior management positions with Digital Equipment Corporation from September 1986 to August 1991.

Mr. Bhalla is a graduate of the Stanford Executive Program, Stanford University, holds a M.S. in Mechanical
Engineering and CAD/CAM from Lehigh University, Pennsylvania, and a B.S. in Mechanical Engineering from
Institute of Technology, BHU, India.

Mr. Darwish joined us in August 2005 as our Vice President, General Counsel and Secretary. Mr. Darwish
was promoted to Senior Vice President, General Counsel and Secretary in July 2007 and served in that capacity
until betng promoted to his current position as Senior Vice President, Chief Administrative Officer and General
Counsel and Secretary in Janvary 2008. Prior to joining Polycom, from December 2003 to August 2005,

Mr, Darwish served in various legal positions at EMC Corporation, ultimately as Vice President and General
Counsel for EMC Corporation’s Software Group after EMC’s acquisition of Documentum, Inc., where he served
as Vice President, General Counsel and Secretary from July 2000 to December 2003. Prior to that, Mr. Darwish
served as Vice President and General Counsel for Luna Information Systems, served in various positions,
including as General Counsel and Vice President, Legal and HR, for Forté Software, Inc. through its acquisition
by Sun Microsystems, Inc., served as Corporate Counsel at Oracle Corporation, and was an asscciate in the law
firm of Brobeck, Phleger & Harrison. Mr. Darwish is a graduate of the University of San Francisco School of
Law, 1.D. cum laude, and holds a B.S. in Mathematics and a B.A. in Economics from the University of Illinois,
Urbana. '

Ms. Durr has served as our Vice President, Worldwide Controller and Principal Accounting Officer since
March 2005. Ms. Durr joined us in March 2004 as our Assistant Controller, Prior to joining Polycom, Ms, Durr
served as the Director of Finance & Administration for QuickSilver Technology, Inc. from February 2003 to
March 2004, as an independent consultant from July 2002 to February 2003 and as the Corporate Controller for
C Speed Corporation from April 2001 to June 2002. From Qctober 1999 to October 2000, Ms. Durr was a
business unit Controller at Lucent Technologies, Inc. after Lucent’s acquisition of International Network
Services, where she served as the Corporate Controller from May 1995 to October 1999. Ms. Durr also spent six
years in various capacities at Price Waterhouse LLLP. Ms. Durr is a certified public accountant and holds a B.S. in
Accounting from San Jose State University in San Jose, California,

Mr. Phiilips joined us in June 2006 as Senior Vice President, Worldwide Sales, Before joining us,
Mr. Phillips was the Chief Operating Officer of ACS Dataline, Inc., a premier provider of customized managed
services in the areas of voice over IP, wireless, and security communications infrastructure from January 2004 to
June 2006. Prior to ACS Dataline, Mr. Phillips served as Vice President and General Manager of Trilogy
Software, Inc. from April 2001 to December 2003. Prior to Trilogy Software, Mr. Phillips served as Vice
President of Worldwide Sales for the Connectivity Solutions division of Lucent/Avaya from 1999 to 2001.
Mr. Phillips holds a B.A. in Business Studies from Bristol Polytechnic in the U.K.

Mr. Sigrist joined us in April 2006 as Senior Vice President and General Manager, Network Systems and
became Senior Vice President and General Manager, Video Solutions in July 2007. Before joining us, Mr. Sigrist
was Chief Executive Officer of Hammerhead Systems, a networking startup, from April 2003 to December 2004,
From July 1999 to February 2003, Mr. Sigrist was the President and General Manager of the Edge Access
Systems division of Lucent Technologies, Inc. after Lucent’s acquisition of Ascend Communications in July
1999. Mr. Sigrist holds a B.S. in Mechanical Engineering and an M.B.A. from Santa Clara University.
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PART 11
ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES
Price Range of Common Stock

Our common stock is traded on the NASDAQ Global Select Market under the symbol PLCM. The
foliowing table presents the high and low sale prices for our common stock for the periods indicated.

ﬂ Low

Year Ended December 31, 2006:

First QUAarter . ........uu ittt it e $22.33  $15.13
Second QuUarter ........... .o e 23.05 19.92
Third QUarter . . ... ..ottt 25.24 19.77
Fourth Quarter .. ... ... .. i ittt 32.07 24,13
Year Ended December 31, 2007:

First QUATIET ... ..ttt et e e e e $36.61  $29.25
Second QUArter . .. ... it e 34.82 30.03
ThirdQuarter . . ... ...t i i e 36.25 25.45
Fourth QUAITEr . ..o vttt et e e cr e e et 29.70 22.81
Year Ending December 31, 2008:

First Quarter (through February 15,2008) ........................ $27.72  $20.56

On February 15, 2008, the last reported sale price of our common stock as reported on the NASDAQ Global
Select Market was $22.80 per share. As of December 31, 2007, there were approximately 1,628 holders of record
of our common stock. Because many of our shares of common stock are held by brokers and other institutions on
behalf of stockholders, we are unable to estimate the total number of stockholders represented by these record
holders.

Dividend Policy

We have never declared or paid any cash dividend on our capital stock and do not anticipate, at this time,
paying any cash dividends on our capital stock in the near future, We currently intend to retain any future
earnings for use in our business, future acquisitions or future purchases of our common stock.

Share Repurchase Program

The following table provides a month-to-month summary of the stock purchase activity during the fourth
quarter ended December 31, 2007:

Approximate
Dollar Value of Shares

Total Total Number of that May
Number of Shares Purchased Yet be

Shares Average Price Paid  as Part of Publicly Purchased
Period Purchased(1)(2) per Share(1)(2) Announced Plan(2) Under the Plan(2)
10/01/07 w0 10/31/07 . ............ 399,000 $28.60 399,000 $178,606,000
11/01/07 to 11730/07 ............. 1,451,082 $26.67 1,447,143 $140,017,000
12/01/07 to 12/31/07 ............. — — — $140,017,000

Total .................. ... 1,850,082 $27.08 1,846,143

(1) Includes 3,939 of shares repurchased in November 2007 to satisfy tax withholding obligations as a result of
the vesting of shares of restricted stock.

(2) On August 9, 2005, the Company announced that the Board of Directors had approved a share repurchase
plan, pursuant to which it would purchase shares of the Company’s common stock with an aggregate value
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of up to $250 million in the open market from time to time (“2005 share repurchase plan”). In addition, on
May 7, 2007, the Company announced that the Board of Directors had extended its existing program by
approving an additional share repurchase program to purchase up to $250 million of its common stock
{2007 share repurchase plan™). During the three and twelve months ended December 31, 2007, the
Company repurchased 1.8 million and 4.3 million shares of common stock in the open market for cash of
$50.0 million and $125.7 million, respectively. As of December 31, 2007, all of the share repurchases
authorized under the 2005 share repurchase plan had been completed, and the Company was authorized to
purchase up to an additional $140.0 million of shares in the open market under the 2007 share repurchase
plan. These shares of common stock have been retired and reclassified as anthorized and unissued shares.
The 2007 share repurchase plan does not have an expiration date but is limited by the dollar amount
authorized.

Stock Performance Graph

The performance graph shall not be deemed “filed” for purposes of Section 18 of the Securities Exchange
Act of 1934, as amended, or otherwise subject to the liabilities under that Section, and shall not be deemed to be
incorporated by reference into any filing of Polycom under the Securities Act of 1933, as amended, or the
Exchange Act.

The stock price performance graph depicted below reflects a comparison of the cumnulative total return
(change in stock price plus reinvestment dividends) of the Company’s Common Stock with the cumulative total
returns of the Nasdaq Composite Index and the Morgan Stanley High Technology Index. The performance graph
covers the period from December 31, 2002 through the fiscal year ended December 31, 2007.

The graph assumes that $100 was invested on December 31, 2002, in the Company’s Common Stock or in
each index and that all dividends were reinvested. No cash dividends have been declared on the Company’s
Common Stock,

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN (1)
among Polycom, Inc., the NASDAQ Composite Index
and the Morgan Stanlay High Technology Index

400.00
350.00 —

- 7N
250.00 /

200.00 /./‘\/\ /

150.00

12762 003 003 003 1203 004 06/04 0904 12/04 0305 06/05 005 12/05 03/06 0806 09/08 12/06 0307 06/07 0907 12/07

I— —4— Polycom, Inc. «@— Nasdaq Composite lndeax —dr— Morgan Stanley High Technology Index i

(1) The stock price performance shown on the graph is not indicative of future price performance. Information
used in the graph was obtained from a third party investment research firm, a source believed to be reliable,
but the Company is not responsible for any errors or omissions in such information.
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ITEM 6. SELECTED FINANCIAL DATA

The following selected consolidated financial data should be read in conjunction with our Consolidated
Financia! Statements and the related notes thereto and with Management’s Discussion and Analysis of Financial
Condition and Results of Operations, which are included elsewhere in this Form 10-K.

Consolidated Statement of Operations Data:
Revenues
Product revenues
Service revenues

Total revenues

Cost of revenues
Cost of product revenues
Cost of service revenues

Total cost of revenues

Gross profit

Operating expenses
Sales and marketing
Research and development
General and administrative
Acquisition-related costs ....... . ..o iiein
Purchased in-process research and development ...............
Amortization of purchased intangibles . ... ... . .............
Restructure costs
Litigation reserves and payments

Total operating expenses

Operating income

Interest income, net
Gain (loss) on strategic investments
Other income (expense), net

Income from continuing operations before provision for income taxes . .
Provision for income taxes
Income from continuing operations
Gain (loss) from discontinued operations, net of taxes

Gain from sale of discontinued operations, net of taxes

Net income

Basic net income per share:
Income per share from continuing operations
Income (loss) per share from discontinued operations, net of
taxes
Gain per share from sale of discontinued operations, net of taxes ..

Basic net income per share

Diluted net income per share:
Income per share from continuing operations
Income (loss) per share from discontinued operations, net of
taxes
Gain per share from sale of discontinued operations, net of taxes ..

Diluted net income per share

Weighted average shares outstanding for basic net income per share ...
Weighted average shares outstanding for diluted net income
per share

40

Year Ended December 31,

2007

2006

2005

2004

2003

(in thousands, except per share data)

$806,482 $600,703 $511,462 $483,535 $381,439
123,426 81,682 69,197 56,717 38,984
929,908 682,385 580,659 540,252 420,423
322,988 218,810 179,837 161,619 137,685
61,599 43,114 39,680 37,092 27,892
384,587 261,924 219,517 198,711 165,577
545321 4204601 361,142 341,541 254,846
242,510 169,828 142,719 120,699 101,884
139,011 114,331 91479 92,076 72,638
60,994 45410 35631 36,942 31,334
4,258 161 351 1,394 386
9.400 — 300 4,600 —
11,546 7.452 8,790 20,521 17,591
410 2410 633 1,387 5,029

— — (93) 20,95] —
468,129 339,592 279,810 298,570 228,862
77,192 80,869 81,332 42971 25984
18,646 21,164 12,848 7.279 8.451
(7,400) 176 2,908 (12) (37)
(738) 540 5 (1,330 (1,774)
87,700 102,749 97,083 48908 31924
24,819 30,825 34,722 14,332 8958
62,881 71,924 62,361 34576 22966
— — — 296 (695)
—_ — 384 477 552

$ 62,881 § 71,924 § 62,745 § 35,349 $ 22,323

S 069$ 081$ 066S 0365 023
— — - — {0.01)

— — — — 0.01

$ 0695 081$ 066% 03683 023
$ 0675 080% 0655 0358 023
- — — — (0.01)

— — — — 0.01

$ 067$ 080 S 065§ 0358 023
90,878 88419 95691 99334 99244
94391 90,373 97.014 102,018 100,752




December 31,
2007 2006 2005 2004 2003
(in thousands)

Consolidated Balance Sheet Data:

Cash, cash equivalents and short-term investments .... $ 342,223 § 473,713 3 277462 $ 214340 § 228,265
Working capital ....... ... 400,807 426,004 246,240 171,303 194,015
Total ASSeIS . ... .. e 1,321,938 1,190,015 1,071,400 1,154,641 1,103,790
Total long-term obligations . .. .................... 80,890 29412 23,033 15,874 32,519
Total stockholders’ equity ........................ 1,023,994 946,720 856,869 964,614 929,279

Note that the results of operations in 2007 and 2006 include stock-compensation expense under SFAS 123R,
while prior periods do not. Our results of operations include the results of acquisitions from their acquisition
dates, including SpectraLink since March 26, 2007, Destiny since January 5, 2007, DSTMedia since August 25,
2005 and Voyant since January 5, 2004,

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

YOU SHOULD READ THE FOLLOWING DISCUSSION AND ANALYSIS IN CONJUNCTION WITH OUR
CONSOLIDATED FINANCIAL STATEMENTS AND RELATED NOTES. EXCEPT FOR HISTORICAL
INFORMATION, THE FOLLOWING DISCUSSION CONTAINS FORWARD-LOOKING STATEMENTS WITHIN
THE MEANING OF SECTION 27A OF THE SECURITIES ACT OF 1933 AND SECTION 21E OF THE
SECURITIES EXCHANGE ACT OF 1934. WHEN USED IN THIS REPORT, THE WORDS “MAY,”
“BELIEVE,” “COULD,"” “ANTICIPATE,” “WOULD,” “MIGHT,” “PLAN,” “EXPECT,” “WILL,"
“INTEND,” “POTENTIAL,” AND SIMILAR EXPRESSIONS OR THE NEGATIVE OF THESE TERMS ARE
INTENDED TO IDENTIFY FORWARD-LOOKING STATEMENTS. THESE FORWARD-LOOKING
STATEMENTS, INCLUDING, AMONG OTHER THINGS, STATEMENTS REGARDING OUR ANTICIPATED
PRODUCTS, CUSTOMER AND GEOGRAPHIC REVENUE LEVELS AND MIX, GROSS MARGINS,
OPERATING COSTS AND EXPENSES AND OUR CHANNEL INVENTORY LEVELS, INVOLVE RISKS AND
UNCERTAINTIES, QUR ACTUAL RESULTS MAY DIFFER SIGNIFICANTLY FROM THOSE PROJECTED IN
THE FORWARD-LOOKING STATEMENTS. FACTORS THAT MIGHT CAUSE FUTURE RESULTS TO
DIFFER MATERIALLY FROM THOSE DISCUSSED IN THE FORWARD-LOOQKING STATEMENTS INCLUDE,
BUT ARE NOT LIMITED TO, THOSE DISCUSSED IN “RISK FACTORS" IN THIS DOCUMENT, AS WELL AS
OTHER INFORMATION FOUND ELSEWHERE IN THIS ANNUAL REPORT ON FORM 10-K.

Overview

We are a leading global provider of high-quality, easy-to-use communications solutions that enable enterprise
and public sector customers to more effectively collaborate over distance, time zones and organizational boundaries.
Our solutions are built on architectures that enable unified voice, video and content communications. Qur offerings
are organized in three segments: Video Solutions, Voice Communications and Services.

The shift from circuit-switched telephony networks to Internet Protocol (IP) based networks continues to be
a significant driver for Polycom’s collaborative communications markets and for our business. High Definition
(HD) voice, video and content is another key driver for Polycom. This significant improvement in quality is
enabling telepresence and other communications models that approximate in-person communications.
Strategically, Polycom is investing most of its research, development, sales and marketing efforts into delivering
a superior [P-based, HD collaborative communications solution, using Polycom proprietary technology in the
evolving, standards-based IP communications environment. Our goal is to deliver best-of-breed HD collaborative
communications solutions that integrate into any enterprise call management system or instant message
environment.

On January 5, 2007, we completed our acquisition of Destiny Conferencing Corporation, or Destiny.
Destiny designed and manufactured immersive telepresence solutions. Polycom incorporated Destiny’s products
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into its RPX telepresence offering prior to the acquisition under the terms of an OEM Distribution Agreement
between the companies. In addition, these products became the foundation for our recently announced TPX
telepresence offering. As a result of the acquisition, we now own several patents core to telepresence, a rapidly-
emerging market driven by the need for dispersed people to communicate as if they are all in the same room.
Destiny’s results of operations are included in our results of operations as part of our Video Solutions and
Services segments from January 5, 2007, the date of acquisition.

On March 26, 2007, we completed our acquisition of SpectraLink Corporation. Spectral.ink designs,
manufactures and sells on-premises wireless telephone products to customers worldwide that complement
existing telephone systems by providing mobile communications in a building or campus environment.
SpectraLink wireless telephone products increase the efficiency of employees by enabling them to remain in
telephone contact while moving throughout the workplace. We believe that the SpectraLink acquisition will
position us as the only independent provider of both fixed and mobile solutions that seamlessly encompass voice,
video and data collaberation solutions from the desktop, to the meeting room, to the mobile individual.
SpectraLink’s results of operations are included in our results of operations as part of our Voice Communications
and Services segments from March 26, 2007, the date of acquisition.

See Notes 2, 3 and 4 of Notes to Consolidated Financial Statements for further information on our
acquisitions and related costs and charges.

Revenues were $929.9 million in 2007 as compared to $682.4 million in 2006. Revenues from wireless
voice products acquired in the SpectraLink acquisition accounted for approximately $113.5 million of the year
over year increase. The remaining increase in revenues primarily reflects increased sales volumes of our video
and voice communications products and, to a lesser extent, increases in service revenues. Network systems
product revenues were essentially flat in 2007 compared to 2006. Gross margins and operating margins
decreased in 2007 over 2006 primarily as a result of acquisition-related charges related to the SpectraLink and
Destiny acquisitions, such as amortization of purchased intangibles, increased stock-based compensation and
decreased margins on our Voice Communications products due to a shift in product mix towards lower margin
VoIP and wireless products. These effects were partially offset by increased margins on our Services revenues.
During 2007, we generated approximately $149.5 million in cash flow from operating activities, which after the
impact of other investing and financing activities described in further detail under “Liquidity and Capital
Resources,” resulted in a $36.8 million net decrease in our total cash and cash equivalents.

Our Video Solutions, Voice Communications and Services segments accounted for 53%, 34% and 13%,
respectively, of our revenues in 2007. See Note 14 of Notes to Consolidated Financial Statements for further
information on our segments, including a summary of our segment revenues, segment contribution margin,
segment inventory and revenue by geography.

The discussion of resuits of operations at the consolidated level is foliowed by a discussion of results of
operations by segment for the three years ended December 31, 2007,
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Results of Operations for the Three Years Ended December 31, 2007

The following table sets forth, as a percentage of total revenues (unless indicated otherwise), consolidated
statements of operations data for the periods indicated.

Year Ended December 31,
2007 2006 2005

Revenues
Product revenmues . ... . ... ... e e 87% 88%  88%
SeIVICE TBVEIIUES . . .. .ttt i e et e i 13%  12%  12%
Totalrevenues . ... i e 100% 100% 100%
Cost of revenues
Cost of product revenues as % of productrevenues ................. 40% 36% 35%
Cost of service revenues as % of service revenues .................. _50% _5_3% ﬂ%
Totalcostof revenues ... ... i 41% ﬁ% __'_’ﬁ%
Gross profit .. ... e 9% 62%  62%
Operating expenses
Salesand marketing . .. ........ .. .. i e 2609 25% 25%
Research and development ......... ... ... ... ... ... ... ... 15% 17% 16%
General and administrative ... ... .. ... . i e 7% 7% 6%
Acquisition-related costs . ..... ... ... . i 0% 0% 0%
Purchased in-process research and development . .................. 1% 0% 0%
Amortization and impairment of purchased intangibles .............. 1% 1% 1%
ResStrUCIUNE COSIS . oottt it i e e e e 0% 0% 0%
Litigation reserves and payments . ............oveeiiiiiinien.. 0% 0% 0%
Total operating expenses ... ........ ... riuniieinannniinn. 50% 50% 48%
Operating inComMe . .. ... i i e e 8% 12%  14%
INEerest INCOMIE, Nt . ..ttt et e et 2% 3% 2%
Gain (loss) on strategic investments ................... .. ooiniiina.. (1% 0% 1%
Other income (EXPense), MBL . .. ... ettt iie it e 0% 0% 0%
Income before provision for incometaxes ....... ... ... ... o0t 9% 15% 17%
Provision forincome taxes . .......... ... . i 2% 4% _ﬂg%
Nt ICOmE ... o e e e _T1% 1% 1%
Revenues
Increase
From Prior
Year Ended December 31, Year
$ in thousands 2007 2006 2005 2_0_01 ﬂ
Video Solutions . ....... ... ... ... ... ... $493279  $412,699 $372,634 20% 11%
Voice Communications .................... $313202  $183,004 $138,828 67% 35%
SBTVICES ..ttt e e e $123427 $ 81682 % 69,197 Sl%  18%
Total Revenues ...............cvvunen... $929908 $682,385  $580,659 6% 18%

Total revenues for 2007 were $929.9 million, an increase of $247.5 million, or 36%, over 2006. Revenues
from our wireless voice products acquired in the SpectraLink acquisition accounted for approximately $113.5
million of the year over year increase. The remaining increase in revenues primarily reflects increased sales
volumes of our video and voice communications products and, to a lesser extent, an increase in service revenues.
Network systems product revenues were essentially flat.
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Video Solutions segment revenues include revenues from sales of our video communications and network
systems product lines. Revenue from video communications products increased to $408.3 million for 2007 from
$327.5 million in 2006, a 25% increase, primarily due to an increase in sales volumes and average selling prices
of our group video products, which consisted primarily of our VSX and HDX product families. Revenues from
our network systems products for 2007 were $85.0 million, essentially flat compared to 2006 revenues of $85.2
million, due primarily to increases in revenues from our video network systems and software product sales being
substantially offset by decreases in our voice network system revenues. Network system product revenues were
impacted by a decrease in video network system average selling prices, due in part to increased competition.
Voice Communications product revenues increased primarily as a result of revenues from our wireless voice
products acquired in the Spectral.ink acquisition, as well as increases in sales volumes of our Voice-over-IP and
circuit switched products. Services revenues increased primarily due to increases in voice-related services as a
result of the acquired SpectraLink product lines, as well as increased video-related services and video network
system services.

Total revenues for 2006 were $682.4 million, an increase of $101.7 million, or 18%, over 2005. The
increase was due to increased sales volumes of our voice and video communications products, and to a lesser
extent, increases in service revenues. These increases were partially offset by a decrease in network systems
revenues.

Video Solutions segment revenues include revenues from sales of our video communications and network
systems product lines. Video communications product revenues increased to $327.5 million for 2006 from
$278.4 million in 2005, an 18% increase, primarily due to an increase in sales volumes and average selling prices
of our group video products, which consisted primarily of our V§X product family. Revenues from our network
systems products for 2006 decreased 10% over 2005 from $94.2 million to $85.2 million, due primarily to
decreased video and voice network systems revenues, which were partially offset by increases in revenues from
our network systems software products. Network System revenues were impacted by a decrease in video network
system average selling prices, due in part to increased competition. Voice Communications segment revenues
increased primarily as a result of increased sales volumes of our Voice-over-IP products and circuit switched
products, and to a lesser extent, increases in sales volumes of our installed voice products. Services revenues
increased primarily due to increased video-related services and video network system services.

International sales defined as revenues outside of Canada and the U.S., accounted for 44%, 43% and 41% of
total revenues for 2007, 2006 and 2005, respectively. On a regional basis, North America, Europe, Asia Pacific
and Latin America accounted for 56%, 24%, 17% and 3%, respectively, of our total 2007 revenues. North
America, Europe, Asia Pacific and Latin America revenues increased 35%, 44%, 31% and 40%, respectively, in
2007 over 2006. Excluding SpectraLink revenues, North America and Europe increased 13% and 24%,
respectively, in 2007 over 2006. Asia Pacific and Latin America were not significantly impacted by SpectraLink
revenues in 2007. Revenues in North America, Europe, Asia Pacific and Latin America increased in 2007 over
2006 primarily as a result of an increase in video and voice communication product revenues, and to a lesser
extent, increased services and network systems revenues.

On a regional basis, North America, Europe, Asia Pacific and Latin America accounted for 57%, 22%, 18%
and 3%, respectively, of our total 2006 revenues. North America, Europe, Asia Pacific and Latin America
revenues increased 14%, 25%, 19% and 34%, respectively, in 2006 over 2005. North America revenues
increased as a result of an increase in video and voice communication product revenues, and to a lesser extent,
increased services revenues. These increases were partially offset by decreases in network systems revenues,
Europe and Asia Pacific revenues increased as a result of an increase in voice and video communication product
revenues, and to a lesser extent, increased services and network systems product revenues. Latin America
revenues increased as a result of increased video and voice communication product revenues, and to a lesser
extent, increases in services revenues. Network systems product revenues in Latin America were essentially flat
in 2006 as compared to 2005.




In 2007, no one customer accounied for more than 0% of our total net revenues or of our Video Solutions,
Voice Communications or Services segment revenues. In 2006, one channel partner accounted for 10% of our
total net revenues and of our Video Solutions segment revenues. No one customer accounted for more than 10%
of our Voice Communications or Services segment revenues in 2006. In 2005, no one customer accounted for
more than 10% of our total net revenues or our Video Solutions or Services segment revenues; however, one
channel partner accounted for 11% of our Voice Communications segment revenues. We believe it is unlikely
that the loss of any of our channel partners would have a long term material adverse effect on our consolidated
net revenues or segment net revenues as we believe end-users would likely purchase our products from a
different channel partner. However, a loss of any one of these channel partners could have a material adverse
impact during the transition period. We also sell our voice network systems directly to end-users and the
revenues in the Video Solutions segment from end-users are subject to more variability than our revenues from
our reseller customers.

We typically ship products within a short time after we receive an order and, therefore, backlog has not been
a good indicator of future revenues. As of December 31, 2007, we had $57.7 million of order backlog as
compared to $40.4 million at December 31, 2006. We include in backlog open product orders which we expect to
ship or services which we expect to bill and record revenue for in the following quarter. Once billed, unrecorded
service revenue is included in deferred revenue. We believe that the current level of backlog will continue to
fluctuate primarily as a result of the level and timing of orders received and customer delivery dates requested
outside of the quarter. The level of backlog at any given time is also dependent in part on our ability to forecast
revenue mix and plan our manufacturing accordingly and ongoing service deferrals as service revenues increase
as a percent of total revenue. In addition, orders from our channel partners are based in part on the level of
demand from end-user customers. Any decline or uncertainty in end-user demand could negatively impact
end-user orders, which in turn could negatively affect orders from our channel partners in any given quarter. As a
result, our backlog could decline from current levels.

Cost of Revenues and Gross Margins

Increase
(Decrease) From
Year Ended December 31, Prior Year

M 2007 2006 2005 w E(_i_{)é
Product Costof Revenues ................ §322,988  $218,810 $179,837 48% 22%
% of Product Revenues .................. 40% 36% 35% 4pts 1pt
Product Gross Margins ....,............. 60% 64% © 65% (4)pts (1)ypt
Service Costof Revenues ................ $ 61,599 $ 43,114 $ 39,680 43% 9%
% of Service Revenues .................. 50% 53% 57% (3)pts (4)pts
Service Gross Margins .................. 50% 47% 43% 3 pts 4 pts
Totat Costof Revenues .................. $384,587 $261,924  $219,517 47% 19%
% of Total Revenues . ................... 41% 38% 8% 3pts —
Total Gross Margin ..................... 59% 62% 62% (3pts —

Cost of Product Revenues and Product Gross Margins

Cost of product revenues consisis primarily of contract manufacturer costs, including material and direct
labor, our manufacturing organization, tooling depreciation, warranty expense, freight expense, royalty
payments, amortization and impairment of certain intangible assets, stock-based compensation costs and an
allocation of overhead expenses, including facilities and IT costs. Cost of product revenues and product gross
margins included charges for stock-based compensation of $2.7 million and $1.5 million for the years ended
December 31, 2007 and 20006, respectively. The comparable 2005 period does not include any charges for stock-
based compensation. Generally, Video Solutions segment products have a higher gross margin than products in
our Voice Communications segment.
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Overall, product gross margins decreased by 4 percentage points in 2007 as compared to 2006 which is due
in part to the amortization of core and existing technology purchased intangibles as a result of our recent
acquisitions and increased stock-based compensation costs. In addition, cost of product revenues increased as a
result of the write-up of inventory to its fair value at the time of the acquisitions. These increased costs, which are
not allocated to our segments, accounted for approximately 2 percentage points of the decrease in gross margin in
2007. Excluding these unallocated costs, gross margins decreased in both our Video Solutions and Voice
Communications segments in 2007 versus the comparable 2006 period. The fluctuation in these segments’ gross
margin was primarily due to changes in product mix. Qur Voice-over-IP handset products and the wireless
products we acquired from Spectrallink have a lower gross margin than the consclidated gross margin of our
other voice communications products which resulted in lower gross margins during 2007, and depending upon
the product mix could result in lower Voice Communications gross margins in the future. Our gross margins on
our wireless products were also negatively impacted by changes in our distribution medel whereby we
transitioned certain direct customers and resellers to purchase from our distributors and this may continue. The
decrease in gross margins in our Video Solutions segment was primarily due to decreased margins on our video
network systems as a result of decreased average selling prices, substantially offset by higher gross margins on
our group video systems.

Overall, product gross margins decreased by | percentage point in 2006 as compared to 2005 as a result of
decreased margins in Voice Communications segment, partially offset by increased margins in Video Solutions.
The decrease in Voice Communications was due to a shift in product mix toward lower margin Voice-over-IP
desktop products, as well as increased expenses related to stock-based compensation and additional reserves for
excess and obsolete inventories. The increase in Video Solutions gross margins was due to increased average
selling prices due to product mix and the fact that the first year of service is no longer bundled in the product
price, which was partially offset by increased expenses related to stock-based compensation and additional
reserves for excess and obsolete inventories. Effective July 1, 2006, we began to separately charge for the initial
year of service for our video conferencing products rather than charging one combined price for the product and
service. As a result, we are no longer required to defer a portion of the product revenues to cover the first year of
service. This increase was partially offset by lower gross margins in both video network systems and network
systems software as a result of decreased average selling prices and higher expenses related to stock-based
compensation. This was partially offset by increased margins in voice network systems due to the higher
software content of these products, which results in higher gross margins.

Cost of Service Revenues and Service Gross Margins

Cost of service revenues consists primarily of material and direct labor, including stock-based compensation
costs, depreciation, and an allocation of overhead expenses, including facilities and IT costs. Generally, services
have a lower gross margin than our product gross margins. Cost of service revenues and service gross margins
included charges for stock-based compensation of $3.4 million and $1.7 million for the years ended
December 31, 2007 and 2006, respectively. The comparable 2005 period does not include any charges for stock-
based compensation.

Overall, service gross margins increased in 2007 over 2006 as a result of revenues increasing at a faster pace
than related service costs, as well as a shift in mix of services revenues toward higher margin video maintenance
revenues. This was offset partially by increased expenses related to stock-based compensation,

Overall, service gross margins increased in 2006 over 2005 as a result of revenues increasing at a faster pace
than related service costs, as well as a shift in mix of services revenues toward higher margin video maintenance
revenues. Service gross margins were also favorably impacted by the amortization of deferred revenue associated
with the first year of service on our VSX products that was included in the product price through June 30, 2006
and amortized over the twelve month period following shipment. These factors were offset partially by increased
expenses related to stock-based compensation.
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General Comments

Forecasting future gross margin percentages is difficult, and there are a number of risks related to our ability to
maintain our current gross margin levels. Uncertainties surrounding revenue levels and reiated production level
variances, competition, changes in technology, changes in product mix, variability of stock-based compensation
costs, and the potential of resulting royalties to third parties, manufacturing efficiencies of subcontractors,
manufacturing and purchased part variances, warranty and recall costs and timing of sales over the next few quarters
can cause our cost of revenues percentage to vary significantly. In addition, we may experience higher prices on
commodity components that are included in our products, such as the cost increases for memory devices used in
many of our products and cost increases in components that are required to be in compliance with the Restrictions
on Hazardous Substances (RoHS) rules in Europe.

In addition, cost variances associated with the manufacturing ramp of new products, or the write-off of
initial inventory purchases due to product launch delays or the lack of market acceptance of our new products
could occur, which would increase our cost of revenues as a percentage of revenues. Further, new products
typically have lower gross margins for a period of time after their introduction and we’ve recently launched a
number of new products and new products are becoming an increasing percentage of our revenues. For example,
our HD video products, which generate higher gross profit dollars than our other non-HD video products due to
higher average selling prices, may result in a lower overall gross margin percentage for an extended period of
time after their introduction depending upon the mix of products sold during the period. In addition to the
uncertainties listed above, cost of revenues as a percentage of revenues may increase due to a change in our mix
of distribution channels and the mix of international versus North American revenues. Cost of revenues will also
increase in 2008 over the 2007 levels as a result of increased compensation charges due to additional headcount
and annual merit increases and incentive accruals.

Sales and Marketing Expenses

Increase
From Prior
Year Ended December 31, Year
$ in thousands 2007 2006 2005 Egﬂ 2006
EXpenses .......cooininninneinainaannns $242510 $169,828 $142,719  43% 19%
% of Total Revenues .. .................... 26% 25% 25% lpt —

Sales and marketing expenses consist primarily of salaries and commissions for our sales force, stock-based
compensation costs, advertising and promotional expenses, product marketing expenses, and an allocation of
overhead expenses, including facilities and IT costs. Sales and marketing expenses, except for direct marketing
expenses, are not allocated to our segments. Sales and marketing expenses included charges for stock-based
compensation of $12.7 million and $6.8 million for the years ended December 31, 2007 and 2006, respectively.
The comparable 2005 period does not include any charges for stock-based compensation.

Sales and marketing expense as a percentage of revenue increased by 1 percentage point in 2007 as
compared to 2006. The increase in sales and marketing expense in absolute dollars and as a percentage of
revenues in 2007 over 2006 was due primarily to an increase in sales commissions and co-op marketing charges
as a result of increased revenues, increases in our sales and marketing headcount due to our acquisition of
SpectraLink and the expansion of our sales and marketing efforts, as well as increased compensation charges due
to incentive compensation costs and stock-based compensation expense.

Sales and marketing expense as a percentage of revenue was flat in 2006 as compared to 2005, The increase
in absolute dollars in 2006 over 2005 was due primarily to an increase in sales commissions and co-op marketing
charges as a result of increased revenues, increases in our sales and marketing headcount due to the expansion of
our sales and marketing efforts, as well as increased compensation charges due to annual merit increases,
incentive accruals and stock-based compensation expense.
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We expect to continue to increase our sales and marketing expenses in abselute dollar amounts and as a
percentage of revenue as we continue to increase our sales coverage across all our markets, including emerging
markets and key vertical markets, through the hiring of additional sales perscnnel and additional marketing
programs in order 1o capitalize on the demand for high definition products, to sell and market the additional
product offerings we anticipate as a result of our strategic partnerships and (o increase revenues of our WLAN
products we acquired in the SpectraLink acquisition. Marketing expenses will also fluctuate depending upon the
timing and extent of marketing programs as we market new products and also depending upon the timing of trade
shows, Sales and marketing expenses may also fluctuate due to increased international expenses and the impact
of changes in foreign currency exchange rates. In addition, sales and marketing expenses will increase in 2008
over the 2007 levels as a result of increased compensation charges due to annual merit increases and incentive
accruals, and to a lesser extent, increases in stock-based compensation expense.

Research and Development Expenses

Increase (Decrease)

Year Ended December 31, From Prior Year
$ in thousands 2007 2006 2005 2007 2006
Expenses ......... .. ... i, $139,011  $114,331 $91,479 22% 25%
% of Total Revenues . ................ 15% 17% 16% (2) pts 1 pt

Research and development expenses are expensed as incurred and consist primarily of compensation costs,
including stock-based compensation costs, outside services, expensed materials, depreciation and an allocation of
overhead expenses, including facilities and IT costs. Research and development expenses included charges for
stock-based compensation of $12.5 million and $7.3 million for the years ended December 31, 2007 and 2006,
respectively. The comparable 2005 period does not include any charges for stock-based compensation,

Research and development expenses as a percentage of revenue decreased for 2007 as compared to 2006,
primarily due to spending increasing by 22% in 2007 over 2006 as compared to revenues increasing 36% in 2007
over 2006. The increase in absolute dollars in 2007 as compared to 2006 was due to planned increases in
program development expenses to support increased investment in new product initiatives, such as our High
Definition video and voice products and enhancements to our network systems products, as well as increased
compensation charges related to increased headcount due to our acquisition of SpectraLink, incentive accruals
and stock-based compensation expense. Research and development expenses increased in 2007 as compared to
2006 in both our Video Solutions and Voice Communications segments.

Research and development expenses as a percentage of revenue increased for 2006 as compared to 2005,
primarily due to spending increasing by 25% in 2006 over 2005 as compared to revenues increasing 18% in 2006
over 2005, The increase in absolute dollars in 2006 as compared to 2005 was due to planned headcount increases
and program development expenses to support increased investment in new product initiatives, such as our high
definition video and voice products and next generation network systems products, as well as increased
compensation charges related to annual merit increases, incentive accruals and stock-based compensation
expense. Research and development expenses increased in 2006 as compared to 2005 in both our Video
Solutions and Voice Communications segments.

We are currently investing research and development resources to enhance and upgrade the products that
comprise our unified collaboration communications solutions, which encompass products and services in all
three segments, including enhancements to our existing network systems products, products that address the high
definition video conferencing market and additional voice-over-IP products. We also plan to make incremental
investments in research and development in WLAN to broaden the enterprise wide application for the
SpectraLink products, In addition, we are investing research and development resources across all segments to
support our strategic partnerships. With the recent formation of our Video Solutions division, we anticipate
committing a greater proportion of our research and development expenses toward enhancing the integration and
interoperability of our entire video solutions product suite.
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We believe that technological leadership is critical to our future success, and we are committed to
continuing a significant level of research and development to develop new technologies and products to combat
competitive pressures. Also, continued investment in new product initiatives will require sigaificant research and
developmem spending. We expect that research and development expenses will increase in absolute dollars in
2008 over 2007 but will decrease as a percentage of revenues. In addition, research and development expenses
will increase in 2008 over the 2007 levels as a result of increased compensation charges due to annual merit
increases and incentive accruals, and to a lesser extent, increases in stock-based compensation expense.

General and Administrative Expenses

Increase (Decrease)
Year Ended December 31, From Prior Year
$ in thousands 2007 2006 2005 2007 2006
Expenses ..........coiiiiiiiiiaan.. 360,994 $45410 $35,631 34% 27%
% of Total Revenues .. ................. 1% 7% 6% — 1 pt

General and administrative expenses consist primarily of compensation costs, including stock-based
compensation costs, professional service fees, allocation of overhead expenses, including facilities and IT costs,
litigation costs and bad debt expense. General and administrative expenses are not allocated to our segments.
General and administrative expenses included charges for stock-based compensation of $10.5 million and $6.0
million for the years ended December 31, 2007 and 2006, respectively. The comparabie 2005 pericd does not
include any charges for stock-based compensation.

As a percentage of revenues, general and administrative expenses remained flat in 2007, as compared to
2006. The increase in spending in absolute dollars in general and administrative in 2007 over 2006 was primarily
due to increased compensation charges related to increased headcount from our SpectraLink acquisition,
increased incentive accruals and stock-based compensation expense, as well as increased legal and project-
related outside services costs. In 2007, the increase in compensation charges, including stock compensation costs,
accounted for $8.9 million of the increase, legal and outside services accounted for $3.7 million of the increase
and increases in infrasiruciure costs accounted for $0.6 million of the increase. The remaining changes are related
to numerous smaller items.

As a percentage of revenues, general and administrative expenses increased by | percentage point in 2006,
as compared to 2005, due to the increase in stock-based compensation versus the year ago period. The increase in
spending in absolute dollars in general and administrative in 2006 over 2005 was primarily due to increased
compensation charges related to annual merit increases, increased incentive accruals and stock-based
compensation expense, as well as legal and project-related outside services costs. This was partially offset by
decreased infrastructure costs. In 2006, the increase in compensation charges, including stock compensation
costs, accounted for $10.4 million of the increase, and legal and outside services accounted for $1.2 million of
the increase, which was partially offset by decreases in infrastructure costs of $2.3 million. The remaining
changes are related to numerous smaller items,

Significant future charges due to costs associated with litigation, or uncollectibility of our receivables could
increase our general and administrative expenses and negatively affect our profitability in the quarter in which
they are recorded. Additionally, predicting the timing of litigation and bad debt expense associated with
uncollectible receivables is difficult. Future general and administrative expense increases or decreases in absolute
dollars are difficult to predict due to the lack of visibility of certain costs, including legal costs associated with
defending claims against us, as well as legal costs associated with asserting and enforcing our intellectual
property portfolio and other factors. General and administrative expenses will increase in the first quarter of 2008
as a result of the fee arrangement we have with outside legal counsel that represented us in our litigation against
Codian, pursuant to which we owe additional legal fees based upon the favorable outcome that was achieved in
the first quarter of 2008. We believe that our general and administrative expenses will also likely continue to
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increase in absolute dollar amounts in the future primarily as a result of expansion of our administrative staff,
investments in enhancements to our financial and operating systems and other costs related to supporting a larger
company, increased costs associated with regulatory requirements, and our continued investments in international
regions. In addition, general and administrative expenses will increase in 2008 over the 2007 levels as a result of
increased compensation charges due to annual merit increases and incentive accruals, and to a lesser extent,
increases in stock-based compensation expense.

Acquisition Related Integration Costs

We recorded charges to operations of $4.3 million in 2007, $0.2 million in 2006 and $0.4 million in 2005
for acquisition-related integration costs. These charges primarily include outside financial advisory, accounting,
legal and consulting fees and other costs directly related to integrating acquired companies. The 2007 charges
primarily related to professional services costs to integrate SpectraLink, which we acquired in March 2007, and
to a lesser extent Destiny, which we acquired in January 2007. The charges in 2006 and 2005 primarily related to
professional services costs to integrate DSTMedia, which we acquired in August 2005.

We expect to continue to incur additional costs related to the integration of SpectraLink in 2008. If we acquire |
additional businesses in the future, we may incur material acquisition expenses related to these transactions. |

Purchased In-process Research and Development

In 2007 and 2005, we recorded charges totaling $9.4 million and $0.3 million for in-process research and
development acquired as part of our acquisitions of SpectraLink and DSTMedia, respectively. There were no such
charges in 2006, The research and development acquired as part of the Spectralink acquisition related primarily to
projects associated with enhancements and upgrades to the functionality and performance of the Link, NetLink and
DECT products. The amount allocated to purchased in-process research and development was determined by
management after considering, among other factors, established valuation techniques in the high-technology
communications industry and was expensed upon acquisition because technological feasibility had not been
established and no future aliernative uses existed for these in-process research and development projects as of the
acquisition date. The income approach, which includes an analysis of the markets, cash flows and risks associated
with achieving such cash flows, was the primary technique utilized in valuing the developed technology and
in-process research and development for SpectraLink and DSTMedia. The estimated net free cash flows generated
by the in-process research and development projects were discounted at rates ranging from 15% to 16% for
SpectraLink and 22% for DSTMedia in relation to the stage of completion and the technical risks associated with
achieving technology feasibility.

The key assumptions used in valuing the SpectraLink in-process research and development primarily
consisted of an expected completion date for the in-process projects, which ranged in stages of completion from
36% 10 92% and were expected to be completed over the next 10 to 12 months; estimated costs to complete the
projects of approximately $1.4 million; revenue and expense projections and discount rates based on the risks
associated with the development lifecycle of the in-process technology acquired. At December 31, 2007, all
significant in process research and development projects had been completed.

Amortization and Impairment of Purchased Intangibles

In 2007, 2006 and 2005, we recorded $11.5 million, $7.5 million and $8.8 million, respectively, for
amortization and impairment of purchased intangibles acquired in our acquisitions. In addition to the amounts
recorded as operating expenses in 2007, we recorded amortization totaling $10.9 million related to certain
technology intangibles in cost of product revenues. Purchased intangible assets are being amortized to expense
over their estimated useful lives, which range from two to eight years. In 2007, 2006 and 2005, $3.6 million, $1.4
million and $1.9 million, respectively, of the total operating expense related to the impairment of certain
intangibles that we acquired in the Voyant acquisition.
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The increase in absolute dollars in 2007 as compared to 2006 was primarily due to the purchased intangibles
from the Spectral.ink and Destiny acquisitions in early 2007, partially offset by decreases related to certain
purchased intangibles related to the Voyant acquisition becoming fully amortized as of December 31, 2006. The
decrease in absolute dollars in 2006 as compared to 2005 was primarily due to the purchased intangibles related
to the MeetlU acquisition becoming fully amortized in 2005, and the impairment of certain intangibles from the
Voyant acquisition at the end of 2005 which reduced the 2006 amortization. These decreases were only partially
offset by the addition of purchased intangibles related to the DSTMedia acquisition in August of 2005.

We evaluate our purchased intangibles for possible impairment on an ongoing basis. When impairment
indicators exist, we perform an assessment to determine if the intangible asset has been impaired and to what
extent. The assessment of purchased intangibles impairment is conducted by first estimating the undiscounted
future cash flows 1o be generated from the use and eventual disposition of the purchased intangibles and
comparing this amount with the carrying value of these assets. If the undiscounted cash flows are less than the
carrying amounts, impairment exists, and future cash flows are discounted at an appropriate rate and compared to
the carrying amounts of the purchased intangibles to determine the amount of the impairment. Based on the
results of the 2007, 2006 and 2005 impairment assessments, we determined that certain purchased intangible
assets acquired as part of the Voyant acquisition had been impaired as of the respective year end periods, and we
recorded impairment charges of approximately $3.6 million, $1.4 million and $1.9 million in 2007, 2006 and
2005, respectively. In 2007 and 2006, these assets were written down as a result of a decline in the projected
future cash flows from future products that wiil utilize the technology acquired in the acquisition. In 2005, these
assets were written down as a result of a decline in the projected future cash flows from the OCI product line due
to its announced discontinuance in the fourth quarter of 2005. At December 31, 2007, the carrving value of our
purchased intangibles was $86.4 million.

Restructiire Costs

In 2007, 2006 and 2005, we recorded $0.4 million, $2.4 million and $0.6 million, respectively, related to
restructuring actions which resulted from the elimination or relocation of various positions as part of
restructuring plans approved by management. These actions are generally intended to streamline and focus our
efforts and more properly align our cost structure with our projected revenue streams. In 2007, these actions
primarily related to the reorganization of our video and network systems divisions into one combined business
unit, the Video Solutions Group, and the elimination of certain executive positions. In 2006, these actions
included the relocation of our Asia Pacific headquarters from Hong Kong to Singapore, as well as elimination of
certain other sales and administrative functions. These actions affected less than three percent of our global
workforce. In 2003, these actions included reductions or relocation of certain positions throughout the Company,
primarily in sales and administrative functions, and affected less than one percent of our global workforce. See
Note 6 of Notes to Consolidated Financial Statements for further information on restructure costs.

Subsequent to December 31, 2007, severance packages for the executives impacted in the 2007 restructuring
actions were renegotiated, and their employment terminated on January 9, 2008. The revised total charges
expected to be incurred related to these actions is $1.8 million, all of which will be paid prior to March 31, 2008.
Of these total charges, the remaining $1.6 million will be expensed in the quarter ending March 31, 2008.

In the future, we may take additional restructuring actions to gain operating efficiencies or reduce our
operating expenses, while simultaneousty implementing additional cost containment measures and expense
control programs. Such restructuring actions are subject to significant risks, including delays in implementing
expense control programs or workforce reductions and the failure to meet operational targets due to the loss of
employees or a decrease in employee morale, all of which would impair our ability to achieve anticipated cost
reductions. If we do not achieve the anticipated cost reductions, our business could be harmed.
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Interest Income, Net

Interest income, net, consists primarily of interest earned on our cash, cash equivalents and investments less
bank charges resulting from the use of our bank accounts. Interest income, net of interest expense, was $18.6
million in 2007, $21.2 million in 2006 and $12.8 million in 2005.

Interest income decreased in 2007 over 2006 primarily due to lower average cash and investment balances
as a result of the net cash paid for our acquisitions of SpectraLink and Destiny in the first quarter of 2007, as well
as due to our stock repurchase activity in 2007. This was partially offset by higher average investment returms.
Average interest rate returns on our cash and investments were 5.14% in 2007, compared to 4.61% in 2000.

Interest income increased in 2006 over 2005 primarily due to higher average investment returns, partially
offset by lower average cash and investment balances due to our stock repurchase activity in 2006. Average
interest rate returns on our cash and investments were 4.61% in 2006, compared to 2.80% in 2005.

Interest income, net will likely fluctuate in 2008 due to movement in our cash balances and changes in
market interest rates. The cash balance could decrease depending upon the cash used in future acquisitions, our
stock repurchase activity and other factors.

Gain(Loss) on Strategic Investments

For strategic reasons, we have made various investments in private companies. The private company
investments are carried at cost and written down to fair market value when indications exist that these
investments have other than temporarily declined in value. We review these investments for impairment when
events or changes in circumstances indicate that impairment may exist and make appropriate reductions in
carrying value, if necessary. We evaluate a number of factors, including price per share of any recent financing,
expected timing of additional financing, liquidation preferences, historical and forecast earnings and cash flows,
cash burn rate, and technological feasibility of the investee company's products to assess whether or not the
investment is impaired. At December 31, 2007 and 2006, these investments had a carrying value of $1.7 million
and $8.9 million, respectively, and are recorded in “Other assets” in our Consolidated Balance Sheets.

In 2007 and 2006, we made additional investments in two private companies totaling $0.2 million and $3.0
million, respectively. In 2007 and 2005, our investments were permanently written down by $7.4 mitlion and
$1.6 million, respectively, from original cost, which is reflected in “Gain (loss) on strategic investments™ in the
Consolidated Statements of Operations. The write-down of $7.4 million in the second quarter of 2007 was based
upon our evaluation of the investee’s financial position, including cash usage, the status of the investee’s
business prospects as of June 30, 2007, and the rights and privileges associated with the investment. Based on
this evaluation and our intent as of June 30, 2007 not to participate in the round of additional funding of the
investee that was in process at the time, it was determined that based upon the preferences, including liquidation
preferences, that would be held by more senior securities, the write down of the carrying value to zero was
necessary. In 2005, a privately held company in which we held an investment with a carrying value of $0.4
million was sold, resulting in a gain of $4.5 million in 2005 and a gain of $0.2 million in 2006 when the final
escrow was settled. These amounts are recorded in the Consolidated Statements of Operations in “Gain (loss) on
strategic investments.”

Provision for Income Taxes

Our overall effective tax rates for 2007, 2006 and 2005 were 28.3%, 30.0% and 35.8%, respectively, which
resulted in a provision for income taxes, including taxes related to discontinued operations, of $24.8 million,
$30.8 million, and $34.9 million in 2007, 2006, and 2005, respectively. The decrease in the effective rate in 2007
versus 2006 was due to a relative increase in foreign earnings which are subject to lower tax rates, combined with
the settlement of certain audits with foreign tax authorities, substantially offset by the non-deductibility of the
in-process research and development acquired in the SpectraLink acquisition. The decrease in the effective rate
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in 2006 versus 2005 was due primarily to the one-time tax impact of $7.5 million for the distribution we made in
2005 under the American Jobs Creation Act, combined with the resolution of certain tax uncertainties in foreign
tax jurisdictions that allowed us to release previously accrued taxes.

As of December 31, 2007, we had approximately $11.8 million in tax net operating loss carryforwards and
$17.0 million in tax credit carryovers, as well as other deferred tax assets arising from temporary differences. See
Note 13 of Notes to Consolidated Financial Statements.

On October 22, 2004, the American Jobs Creation Act (the “Act”) was signed into law. The Act created a
temporary incentive for U.S. corporations to repatriate accumulated income earned abroad by providing a
dividends received deduction of 85% for certain dividends, as defined in the Act. During the fourth quarter of
2005, we distributed $137.5 million in cash from our foreign subsidiary and provided associated income tax
expense of $7.5 million.

On January 1, 2007, we adopted FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes
(FIN 48). Under FIN 48, the impact of an uncertain income tax position on income tax expense must be
recognized at the largest amount that is more likely than not to be sustained. An uncertain income tax position
will not be recognized if it has less than a 50% likelihood of being sustained. As a result, we decreased our
reserves for uncertain tax positions by $12.6 million. A $3.4 million decrease in relation to interest and penalties
and various tax reserves was accounted for as a cumulative adjustment to the beginning balance of retained
earnings. A $9.2 million decrease related to pre-acquisition tax reserves was accounted for as an adjustment to
goodwill. At the adoption date of January 1, 2007, we had $61.5 million of unrecognized tax benefits, $26.6
million of which would affect our income tax expense if recognized. The remaining balance of the unrecognized
tax benefits of $34.9 million would be an adjustment to goodwill or stockholders’ equity. In addition, we
recognized certain net operating loss carryavers of PictureTel that had not been recognized previously. This
resulted in the establishment of a deferred tax asset of $40.4 million and a corresponding reduction in goodwill.
See Note 13 of Notes to Consolidated Financial Statements.

Our future effective income tax rate depends on various factors, such as changes in tax legislation,
accounting principles, or interpretations thereof, the geographic composition of our pre-tax income, non
tax-deductible expenses incurred in connection with acquisitions, amounts of tax-exempt interest income and
research and development credits as a percentage of aggregate pre-tax income, final resolution of the tax impact
from the exercise of incentive stock options and the issuance of shares under the employee stock purchase plan,
and the effectiveness of our tax planning strategies. We believe that our future effective tax rate may be more
volatile as a result of these factors.

Segment Information

A description of our products and services, as well as annual financial data, for each segment can be found
in the Business section of this Form 10-K and Note 14 of Notes to Consolidated Financial Statements. The results
discussions below include the results of each of our segmenis for the years ended December 31, 2007, 2006 and
2005. Segment contribution margin includes all segment revenues less the related cost of sales, direct marketing
and direct engineering expenses. Management allocates corporate manufacturing costs and some infrastructure
costs such as facilities and IT costs in determining segment contribution margin. Contribution margin is used, in
part, to evaluate the performance of, and to allocate resources to, each of the segments. Certain operating
expenses are not allocated to segments because they are separately managed at the corporate level. These
unallocated costs include sales costs, marketing costs other than direct marketing, stock-based compensation
costs, general and administrative costs, such as legal and accounting costs, acquisition-related integration costs,
amortization and impairment of purchased intangible assets, purchase accounting adjustments made to inventory,
purchased in-process research and development costs, restructoring costs, interest income, net, and other
expense, net.
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Video Solutions

Increase From

Year Ended December 31, Prior Year
$ in thousands 2007 2006 2005 2007 2006
REVENUES oo oot ie it ia e irancaenns $493279 $412,699 $372,634 20% 11%
Contribution margin . . ........... ... .oan.. $226,024  $185,437 3167668 24% 11%
Contribution margin as % of video solutions
TEVEIUES .o ovvvvencn st iinaannnnaines 46% 45% 45% 1pt —

Revenues from our Video Solutions segment increased by $80.6 million or 20% over 2006 to $493.3 million
in 2007. Revenue from video communications products increased to $408.3 million for 2007 from $327.5 million
in 2006, a 25% increase, primarily due to an increase in sales volumes and average selling prices of our group
video products, which consisted primarily of our VS§X and HDX product families. Revenues from our network
systems products for 2007 were $85.0 million, essentially flat compared to 2006 revenues of $85.2 million, due
primarily to increases in revenues from our video network systems and software product sales being substantially
offset by decreases in our voice network system revenues. Network system product revenues were impacted by a
decrease in video network system average selling prices, due in part to increased competition.

Revenues from our Video Solutions segment increased by $40.1 million or 11% over 2005 to $412.7 million
in 2006. Video Solutions segment revenues include revenues from sales of our video communications and
network systems product lines. Video communications product revenues increased to $327.5 million for 2006
from $278.4 million in 2005, an 18% increase, primarily due to an increase in sales volumes and average selling
prices of our group video products, which consisted primarily of our VSX product family. Revenues from our
network systems products for 2006 decreased 10% over 2005 from $94.2 million to $85.2 million, due primarily
to decreased video and voice network systems revenues, which were partially offset by increases in revenues
from our network systems software products. Network System revenues were impacted by a decrease in video
network system average selling prices, due in part to increased competition.

International revenues defined as revenues outside of Canada and the U.S., accounted for 52%, 49% and
42% of our Video Solutions segment revenues for 2007, 2006 and 2005, respectively. In 2007 and 2003, no one
customer accounted for more than 10% of our total net revenues for our Video Solutions segment. In 2006, one
channel partner accounted for 10% of our total net revenues of our Video Solutions segment. We believe it is
unlikely that the loss of any one channel partner would have a long term material adverse effect on consolidated
revenues as we believe end-users would likely purchase our network systems products from a different channel
partner. However, a loss of any one of these channel partners could have a material adverse impact during the
transition peried.

The contribution margin as a percentage of Video Solutions segment revenues was 46% in 2007 as
compared to 45% in 2006. Contribution margins increased primarily as a result of engineering expenses
decreasing as a percent of revenues, although increasing in absolute dollars. This was offset by slightly lower
gross margins in 2007 as compared to 2006 in both our video and network systems product lines. This was due in
part to new products which typically have lower gross margins for a period of time after their introduction and
we’ ve recently launched a number of new products and new products are becoming an increasing percentage of
our revenues. For example, our HD video products, which generate higher gross profit dollars than our other non-
HD video products due to higher average selling prices, may result in a lower overall gross margin percentage for
an extended period of time after their introduction depending upon the mix of products sold during the period.
Direct marketing expenses increased in absolute dollars and slightly as a percent of revenues.

The contribution margin as a percentage of Video Solutions segment revenues was 45% in both 2006 and
2005, Contribution margins remained consistent as a result of slightly higher gross margins in 2006 as compared
to 2005, as a result of higher average selling prices on our group video products, offset partially by lower gross
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margins in network system products due to lower average selling prices, while engineering and direct marketing
expenses decreased both as a percent of revenues and in absolute dollars in 2006 as compared to 2005.

Direct marketing and engineering spending in the Video Solutions segment will fluctuate depending upon
the timing of new product launches and marketing programs.

Voice Communications

Increase
{Decrease} From
Year Ended December 31, Prior Year
$ in thousands 2007 2000 2005 2007 2006
Revenues ............ ... vuuenn $313,202  $188,004 $138,828 67% 35%
Contribution margin .. .............. $131471 % 81,885 $ 65,308 61% 25%
Contribution margin as % of voice
coOmmunications revenues .. ........ 42% 449%, 47% (2)pts (3)pts

Revenues from our Voice Communications segment for 2007 increased 67% over 2006 to $313.2 million,
due primarily to revenues from our SpectraLink wireless voice products acquired during the first quarter of 2007,
as well as increased sales volumes of our Voice-over-IP products and circuit switched products. Revenues from
products acquired in the Spectral.ink acquisition accounted for $113.5 million of the increase over 2006.
Excluding SpectraLink revenues, Votce Communications segment revenues for 2007 increased 19% over 2006.

Revenues from our Voice Communications segment for 2006 increased 35% over 2005 to $188.0 million,
due primarily to increased sales volumes of our Voice-over-IP products and circuit switched products, and to a
lesser extent, increases in our installed voice products.

International revenues, defined as revenues outside of Canada and the U.S., accounted for 36%, 35% and 29%
of our total Voice Communications segment revenues for 2007, 2006 and 2005, respectively. In 2007 and 2006, no
one customer accounted for more than 10% of our total net revenues or of our Voice Communications segment
revenues. In 2005, one channel partner accounted for 11% of our Voice Communications segment revenues.

The contribution margin as a percentage of Veice Communications segment revenues was 42% in 2007 as
compared to 44% in 2006. The decrease in contribution margin was primarily due to lower gross margins due to
the higher mix of Voice-over-IP handset and wireless product revenues which generally have a lower gross
margin than our circuit switched and installed voice products and increased engineering expenses which
increased as a percent of revenues, as well as in abselute dollars in 2007 as compared to 2006 due primarily to
the Spectralink acquisition at the end of the first quarter of 2007. The wireless products we acquired from
SpectraLink have a lower gross margin than the consolidated gross margin of our other voice communications
products and depending upon the mix could result in lower Voice Communications gross margins in the future,
Qur gross margins on our wireless products were also negatively impacted by changes in our distribution model
whereby we transitioned certain direct customers and resellers to purchase from our distributors and this may
continue. Direct marketing spending increased in absolute dollars in 2007, while decreasing as a percentage of
revenues during the year.

The contribution margin as a percentage of Voice Communications segment revenues was 44% in 2006 as
compared to 47% in 2005. Contribution margins decreased primarily as a result of lower gross margins in 2006
as compared to 2005, as a result of increased Voice-over-1P handset product revenues which generally have a
lower gross margin than our circuit switched and installed voice products. Engineering and direct marketing
expenses also increased by approximately | percentage point as a percent of revenues and in absolute dollars in
2006 as compared to 2005.

Direct marketing and engineering spending in the Voice Communications segment will fluctuate depending
upon the timing of new product launches and marketing programs.

55




Services

Increase
From Prior
Year Ended December 31, Year
$ in thousands 2007 2006 2005 2007 2006
ReVENUES ..o oo et oo et ae e $123.427 $81,682  $69,197 51% 18%
Contribution margin . .............. ... ..., $ 53,975 $33,341 $23.872 62% 40%
Contribution margin as % of service revenue . .. .. 44% 41% 34% 3pts T pts

Revenues from our Services segment for 2007 increased 51% over 2006 to $123.4 million, due primarily to
increased revenues from our SpectraLink acquisition in the first quarter of 2007 as well as increases in video
solutions related services, including both video endpoints and video network systems. These increases were
partially offset by decreases in voice network systems maintenance services. Revenues from services related to
products acquired in the SpectraLink acquisition accounted for $23.5 million of the increase over the year ago
period.

Revenues from our Services segment for 2006 increased 18% over 2005 to $81.7 million, due primarily to
an increase in video maintenance services as a result of amortization of deferred revenue associated with the first
year of service on our VSX product line and increased video network systems services. These increases were
partially offset by decreases in iPower-related video services and, to a lesser extent, decreases in voice network
systems maintenance services.

International revenues, defined as revenues outside of Canada and the U.S., accounted for 30%, 34% and
31% of total Service revenues for 2007, 2006 and 2005, respectively. International revenues decreased in 2007 as
compared to 2006 primarily as a result of increased service revenues associated with our voice communications
products acquired in the SpectraLink acquisition which are concentrated in North America. No one customer
accounted for more than 10% of our total revenues for our Services segment for 2007, 2006 or 2005.

Overall, the increase in the Services segment contribution margin as a percentage of Service segment
revenues in 2007 versus 2006 is due primarily to increased gross margins more than offsetting increases in
operating expenses. Service gross margins increased in 2007 as compared to 2006 as a result of revenue
increasing at a faster pace than related service costs.

Overall, the increase in the Services segment contribution margin as a percentage of Service segment
revenues in 2006 versus 2005 is due primarily to increased gross margins more than offsetting increases in
operating expenses. Service gross margins increased in 2006 as compared to 2005 as a result of revenue
increasing at a faster pace than related service costs. Service gross margins in 2006 were also favorably impacted
by the amortization of deferred revenue associated with the first year of service on our VSX and V500 products
that was included in the product price and amortized over the twelve month period following shipment. This
impact was due to increased volumes of these products in 2006 as compared to 2005. Effective July 1, 2006, we
began to separately charge for the initial year of service for our video conferencing products rather than charging
one combined price for the product and service.

Liquidity and Capital Resources

As of December 31, 2007, our principal sources of liquidity included cash and cash equivalents of $279.6
million, short-term investments of $62.7 million and long-term investments of $32.3 million. Substantially all of
our short-term and long-term investments are comprised of U.S. government securities, state and local
government securities and corporate debt securities. See Note 7 of Notes to Consolidated Financial Statements.
We also have outstanding letters of credit totaling approximately $2.0 million that are in place to satisfy certain
of our facility lease requirements.
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We generated cash from operating activities totaling $149.5 million in 2007, $147.7 million in 2006 and
$117.4 million in 2005. The increase in cash provided from operating activities in 2007 over 2006 was due
primarily to increased net income and non-cash expenses, and larger increases in accounts payable and taxes
payable. Offsetting these positive effects were a larger increase in accounts receivable, larger increase in
inventories, smaller decrease in deferred taxes, smaller increase in other accrued liabilities and a larger increase
in prepaid expenses and other current assets. The increase in cash provided from operating activities in 2006 over
2005 was due primarily to increased net income and non-cash expenses, larger increases in accounts payable,
taxes payable and other accrued liabilities and a smaller increase in inventeries. Offsetting these positive effects
were a larger increase in accounts receivable, smaller decrease in deferred taxes and an increase in prepaid
expenses and other current assets.

The total net change in cash and cash equivalents for the year ended 20077 was a decrease of $36.8 million. The
primary sources of cash were $149.5 million from operating activities, $66.5 million associated with the exercise of
stock options and purchases under the employee stock purchase plan, $15.5 million for the excess tax benefit from
stock based compensation and $163.5 million in proceeds from sales and maturities of investments, net of
purchases. The primary uses of cash during this period were $275.9 million for net cash paid in acquisitions, $125.9
million for purchases of our common stock and $30.1 million for purchases of property and equipment. The positive
cash from operating activities was primarily the result of net income, adjusted for non-cash expenses and other
items (such as depreciation, amortization, the provision for doubtful accounts, inventory write-downs for excess and
obsolescence, non-cash stock based compensation, excess tax benefit from stock based compensation, gain from
sale of discontinued operations, amortization of unearmned stock-based compensation, gain on strategic investments,
the purchase of in-process research and development and the tax benefits from the exercise of employee stock
options), reductions in deferred taxes and net increases in accounts payable, taxes payable and other accrued
liabilities. Offsetting the positive effect of these items were net increases in trade receivables, inventories and
prepaid expenses and other assets. ,

Our days sales outstanding, or DSO, metric was 48 days at December 31, 2007 compared to 39 days at
December 31, 2006. This increase in DSO was due primarily to fluctuations in revenue linearity. We expect that
DSO will remain in the 40 to 5Q day range but could vary as a result of a number of factors such as fluctuations
in revenue linearity, an increase in international receivables which typically have longer payment terms and
increases in receivables from service providers and government entities that have longer payment terms of 45 and
60 days, respectively, compared to 30 day terms for other customers, Inventory turns decreased slightly from 6.0
turns at December 31, 2006 to 5.9 turns at December 31, 2007. We believe inventory turns will fluctuate
depending on our ability to reduce lead times, as well as changes in product mix and a greater mix of ocean
freight versus air freight to reduce freight costs. Additionally, payments we make for income taxes may increase
during 2008 as our available net operating losses are depleted.

We enter into foreign currency forward-exchange contracts, which typically mature in one month, to hedge
the exposure to foreign currency fluctuations of foreign currency-denominated receivables, payables, and cash
balances. We record on the balance sheet at each reporting period the fair value of our forward-exchange
contracts and record any fair value adjustments in results of operations. Gains and losses associated with
currency rate changes on contracts are recorded as other income (expense), offsetting transaction gains and losses
on the related assets and liabilities,

Additionally, we also have a hedging program that uses forward-exchange contracts to hedge a portion of
anticipated revenues and operating expenses denominated in the Euro and British Pound as well as operating
expenses denominated in Isracli Shekels. At each reporting period, we record the fair value of our unrealized
forward contracts on the balance sheet with related unrealized gains and losses as a component of accumulated
other comprehensive income, a separate element of stockholders’ equity. Realized gains and losses associated
with the effective portion of the forward-exchange contracts are recorded within revenue or operating expense,
depending upon the underlying exposure being hedged. Any ineffective portion of a hedging instrument would
be recorded as other income (expense).
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As part of the Destiny Conferencing acquisition, Destiny shareholders may receive up to an additional $10.0
million of consideration through the end of 2008, payable in cash, based on achievement of certain financial
milestones relating to the operating results of Destiny.

As part of the DSTMedia acquisition, DSTMedia shareholders may receive up to an additional $20.0 million
of consideration through the end of 2008, payable in cash, based on the achievement of certain financial
milestones relating to the operating results of DSTMedia.

From time to time, the Board of Directors has approved plans to purchase shares of our common stock in the
open market. During the years ended December 31, 2007, 2006 and 2005, we purchased approximately
4.3 million, 4.8 million and 11.4 million shares, respectively, of our common stock in the open markei for cash of
$125.7 million, $103.6 million and $184.0 million, respectively. As of December 31, 2007, we were authorized
to purchase up to an additional $140.0 million under the 2007 share repurchase plan,

At December 31, 2007, we had open purchase orders related to our contract manufacturers and other
contractual obligations of approximately $126.4 million primarily related to inventory purchases. We also
currently have commitments that consist of obligations under our operating leases. In the event that we decide to
cease using a facility and seek to sublease such facility or terminate a lease obligation through a lease buyout or
other means, we may incur a material cash outflow at the time of such transaction, which will negatively impact
our operating results and overall cash flows. In addition, if facilities rental rates decrease or if it takes longer than
expected to sublease these facilities, we could incur a significant further charge to operations and our operating
and overall cash flows could be negatively impacted in the period that these changes or events occur.

These purchase commitments and lease obligations are reflected in our Consolidated Financial Statements
once goods or services have been received or at such time when we are obligated to make payments related to
these goods, services or leases. In addition, our bank has issued letters of credit totaling approximately $2.0
million to secure the leases on some of our offices.

The table set forth below shows, as of December 31, 2007, the future minimum lease payments due under our
current lease obligations. Total estimated sublease income in 2008 is less than $0.1 million and is netted in the 2008
amounts. In addition to these minimum lease payments, we are contractually obligated under the majority of our
operating leases to pay certain operating expenses during the term of the lease such as maintenance, taxes and
insurance. Qur contractual obligations as of December 31, 2007 are as follows (in thousands):

Projected
Net Minimum Annual Other
Lease Operating  Long-Term Purchase
Payments Costs Liabilities Commitments

Year ending December 31,
2008 e e e $13,377 $ 3,732 $ 2,535 $124,743
200 e 14,529 3,754 1,663 844
2000 e e e 13,832 3,148 1,361 802
72211 1 N 12,732 2,677 TrT —
1 9,039 1,809 158 —_
Thereafter .. ... . ..o s 25,877 2,744 6,935 —
Total payments ... ........coiiinreini i, $89,386 $17.864 513429 $126,389

As discussed in Note 13 of the Notes to the Consolidated Financial Statements, we adopted the provisions of
FIN 48 as of January 1, 2007. At December 31, 2007, we had a liability for unrecognized tax benefits and an
accrual for the related interest totaling $58.9 million, none of which is expected to be due within the next 12
months.
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We believe that our available cash, cash equivalents and investments will be sufficient to meet our operating
expenses and capital requirements for the foreseeable future. However, we may require or desire additional funds
to support our operating expenses and capital requirements or for other purposes, such as acquisitions, and may
seek to raise such additional funds through public or private equity financing, debt financing or from other
sources. We cannot assure you that additional financing will be available at gl] or that, if available, such
financing will be obtainable on terms favorable to us and would not be dilutive. Qur future liquidity and cash
requirements will depend on numerous factors, including the introduction of new products and potential
acquisitions of related businesses or technology.

Off-Balance Sheet Arrangements

As of December 31, 2007, we did not have any off-balance-sheet arrangements, as defined in
Item 303({a)(4)(ii) of SEC Regulation S-K.

Critical Accounting Policies and Estimates

Our Consolidated Financial Statements have been prepared in accordance with accounting principles
generally accepted in the United States of America. We review the accounting policies used in reporting our
financial results on a regular basis. The preparation of these financial statements requires us to make estimates
and judgments that affect the reported amounts of assets, liabilities, revenues and expenses and related disclosure
of contingent assets and liabilities. On an ongoing basis, we evaluate our process used to develop estimates,
including those related to product returns, accounts receivable, inventories, investments, intangible assets,
income taxes, warranty obligations, stock compensation costs, restructuring, contingencies and litigation. We
base our estimates on historical experience and on various other assumptions that are believed to be reasonable
for making judgments about the carrying value of assets and labilities that are not readily apparent from other
sources. Actual results may differ from these estimates due to actual outcomes being different from those on
which we based our assumptions. These estimates and judgments are reviewed by management on an ongoing
basis and by the Audit Committee at the end of each quarter prior to the public release of our financial results.
We believe the following critical accounting policies affect our more significant judgments and estimates used in
the preparation of our Consolidated Financial Statements. See Note 1 of Notes to Consolidated Financial
Statements for additional discussion of our accounting policies.

Revenute Recognition and Product Returns

We recognize revenue when persuasive evidence of an arrangement exists, title has transferred, product
payment is not contingent upon performance of installation or service obligations, the price is fixed or
determinable, and collectibility is reasonably assured. In instances where finai acceptance of the product or
service is specified by the customer, revenue is deferred until all acceptance criteria have been met. Additionally,
we recognize extended service revenue on our hardware and software products ratably over the service period,
generally one to five years.

Our video solutions products are integrated with software that is essential to the functionality of the
equipment, Additionally, we provide unspecified software upgrades and enhancements related to most of these
products through our maintenance contracts. Accordingly, we account for revenue for these products in
accordance with Statement of Position No, 97-2, "Software Revenue Recognition,” and all related interpretations.

We use the residual method to recognize revenue when an agreement includes one or more elements to be
delivered at a future date. If there is an undelivered element under the arrangement, we defer revenue based on
vendor-specific objective evidence of the fair value of the undelivered element, as determined by the price
charged when the element is sold separately. If vendor-specific objective evidence of fair value does not exist for
all undelivered elements, we defer all revenue until sufficient evidence exists or all elements have been delivered.
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We accrue for sales returns and other allowances as a reduction to revenues upon shipment based upon our
contractual obligations and historical experience.

Channel Partner Programs and Incentives

We record estimated reductions to revenues for channel partner programs and incentive offerings including
special pricing agreements, promotions and other volume-based incentives. If market conditions were to decline
or competition were to increase further, we may take future actions to increase channel partner incentive
offerings, possibly resulting in an incremental reduction of revenues at the time the incentive is offered. Co-op
marketing funds are accounted for in accordance with EITF Issue No. 01-9, “Accounting for Consideration
Given by a Vendor to a Customer or a Reseller of the Vendor's Products.” Under these guidelines, we accrue for
co-op marketing funds as a marketing expense if we receive an identifiable benefit in exchange and can
reasonably estimate the fair value of the identifiable benefit received; otherwise, it is recorded as a reduction to
revenues.

Warranty

We provide for the estimated cost of product warranties at the time revenue is recognized. Our warranty
obligation is affected by estimated product failure rates, material usage and service delivery costs incurred in
correcting a product failure, Should actual product failure rates, material usage or service delivery costs differ
from our estimates, revision of the estimated warranty liability would be required.

Allowance for Doubtful Accounts

We maintain an allowance for doubtful accounts for estimated losses resulting from the inability of our
customers to make required payments. We review our allowance for doubtful accounts quarterly by assessing
individual accounts receivable over a specific aging and amount, and all other balances on a pooled basis based
on historical collection experience. If the financial condition of our customers were to deteriorate, adversely
affecting their ability to make payments, additional allowances would be required. Delinquent account balances
are written-off after management has determined that the likelihood of collection is not probable.

Excess and Obsolete Inventory

We record write downs for excess and obsolete inventory equal to the difference between the cost of
inventory and the estimated fair value based upon assumptions about future product life-cycles, product demand
and market conditions. If actual product life cycles, product demand and market conditions are less favorable
than those projected by management, additional inventory write-downs may be required. At the point of the loss
recognition, a new, lower-cost basis for that inventory is established, and subsequent changes in facts and
circumstances do not result in the restoration of or increase in that newly established cost basis.

Stock-based Compensation Expense

We measure and recognize compensation expense for all share-based payment awards made to employees
and directors based on estimated fair values in accordance with SFAS 123(R), which requires us to estimate the
fair value of share-based payment awards on the date of grant using an option-pricing model. Our determination
of fair value of stock option awards on the date of grant using the Black-Scholes option-pricing model is affected
by our stock price as well as assumptions regarding a number of highly complex and subjective variables. These
variables include, but are not limited to, our expected stock price volatility over the term of the awards, and
actual and projected employee stock option exercise behaviors. Changes in these underlying factors and
assumptions may result in significant variability in the stock-based compensation costs we record, which makes
such amounts difficult to accurately predict. The value of the portion of the award that is ultimately expected to
vest is recognized as expense over the requisite service period in our Consolidated Statements of Operations.
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Prior to the adoption of SFAS 123(R), we accounted for employce equity awards and employee stock
purchases using the intrinsic value method in accordance with APB 25 as allowed under Statement of Financial
Accounting Standards No. 123, “Accounting for Stock-Based Compensation” (“SFAS 123”). Under the intrinsic
value method, no stock-based compensation expense had been recognized in our Consolidated Statements of
Operations, other than as related 10 acquisitions, because the exercise price of our stock options granted to
employees and directors equaled the fair market value of the underlying stock at the date of grant.

Deferred and Refundable Taxes

We estimate our actual current 1ax expense together with our temporary differences resulting from differing
treatment of items, such as deferred revenue, for 1ax and accounting purposes. These temporary differences result
in deferred tax assets and liabilities. We must then assess the likelihood that our deferred tax assets will be
recovered from future taxable income and to the extent we believe that recovery is not likely, we must establish a
valuation allowance against these tax assets. Significant management judgment is required in determining our
provision for income taxes, our deferred tax assets and liabilities and any valuation allowance recorded against
our net deferred tax assets. To the extent we establish a valuation allowance in a period, we must include and
expense the allowance within the tax provision in the consolidated statement of operations. As of December 31,
2007, we have $46.4 million in net deferred tax assets. In order to fully utilize these deferred tax assets we need
to generate sufficient amounts of future U.S. taxable income. We believe based upon our financial projections
that it is more likely than not that we will generate sufficient future taxable income to utilize these assets and
therefore, as of December 31, 2007, we have not established a valuation allowance against these assets.

On January 1, 2007, we adopted the provisions of FASB Interpretation No. 48, Accounting for Uncertainty
in Income Taxes—an interpretation of FASB Statement No. 109 (“FIN 48”™), which clarifies the accounting for
uncertainty in income tax positions. This interpretation requires us to recognize in the consolidated financial
statements only those tax positions determined to be more likely than not of being sustained. Upon adoption, we
decreased our reserves for uncertain tax positions by $12.6 million. A $3.4 million decrease in reiation to interest
and penalties and various tax reserves was accounted for as a cumulative adjustment to the beginning balance of
retained earnings. A $9.2 million decrease related to pre-acquisition tax reserves was accounted for as an
adjusiment to goodwill. In addition, we recognized certain net operating loss carryovers of PictureTel that had
not been recognized previously. This resulted in the establishment of a deferred tax asset of $40.4 million and a
corresponding reduction in goodwill. We continue to follow the practice of recognizing interest and penalties
related to income tax matters as a part of provision for income taxes.

Fair Value of Assets Acquired and Liabilities Assumed in Purchase Combinations

The purchase combinations completed require us to identify and estimate the fair value of the assets
acquired, including intangible assets other than goodwill, and liabilities assumed in the combinations. These
estimates of fair value are based on our business plan for the entities acquired including planned redundancies,
restructuring, use of assets acquired and assumptions as to the ultimate resolution of obligations assumed for
which no future benefit will be received. For example, in the Spectralink acquisition, we identified vacated or
redundant facilities that we intend to sublease or for which we intend to negotiate a lease termination settlement.
Should actual use of assets or resolution of obligations differ from our estimates, revisions to the estimated fair
value would be required. Changes occurring in our estimates after the allocation period, as defined in Statement
of Financial Accounting Standards No. 38, “Accounting for Preacquisition Contingencies of Purchased
Enterprises™, would be recognized in our Consolidated Statements of Operations. If actual costs are Iess than our
estimates, these charges would continue to be recognized as an adjustment to goodwill.

Goodwill and Purchased Intangibles

We assess the impairment of goodwill and other indefinite lived intangibles at least annually unless
impairment indicators exist sooner. We assess the impairment whenever events or changes in circumstances
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indicate that the carrying value may not be recoverable. Some factors we consider important which could trigger
an impairment review include the following:

+ significant underperformance relative to projected future operating results;

« significant changes in the manner of our use of the acquired assets or the strategy for our overall
business; and

+ significant negative industry or economic trends.

If we determine that the carrying value of goodwill and other indefinite lived intangibles may not be
recoverable based upon the existence of one or more of the above indicators of impairment, we would typically
measure any impairment based on a projected discounted cash flow method using a discount rate determined by
us to be commensurate with the risk inherent in our current business model.

In the fourth quarter of 2007, we completed our annua! goodwill impairment test. The assessment of
goodwill impairment was conducted by determining and comparing the fair value of our reporting units, as
defined in SFAS 142, to the reporting unit’s carrying value as of that date. Based on the results of these
impairment tests, we determined that our goodwill assets were not impaired as of December 31, 2007.

We assess our purchased intangibles for impairment on an ongoing basis. The assessment of purchased
intangibles impairment is conducted by first estimating the undiscounted expected future cash flows to be
generated from the use and eventual disposition of the purchased intangibles and comparing this amount with the
carrying value of these assets. If the undiscounted cash flows are less than the carrying amounts, impairment
exists, and future cash flows are discounted at an appropriate rate and compared to the carrying amounts of the
purchased intangibles to determine the amount of the impairment. Based on events in the fourth quarters of 2007,
2006 and 2005, we performed an assessment of our purchased intangibles and we determined that certain
purchased intangible assets acquired as part of the Voyant acquisition had been impaired as of December 31,
2007, 2006 and 2005 and we recorded impairment charges of approximately $3.6 million, $1.4 million and $1.9
million, respectively. Screening for and assessing whether impairment indicators exist or if events or changes in
circumstances have occurred. including market conditions, operating fundamentals, competition and general
economic conditions, requires significant judgment. Additionally, changes in the high-technology industry occur
frequently and quickly. Therefore, there can be no assurance that a charge to operations will not occur as a result
of future goodwill and purchased intangible impairment tests.

Non-marketable Securities

We periodically make strategic investments in companies whose stock is not currently traded on any stock
exchange and for which no quoted price exists. The cost method of accounting is used to account for these
investments as we hold a non-material ownership percentage. We review these investments for impairment when
events or changes in circumstances indicate that the carrying amount of the assets might not be recoverable.
Examples of events or changes in circumstances that may indicate to us that an impairment exists may be a
significant decrease in the market value of the company, poor or deteriorating market conditions in the public and
private equity capital markets, significant adverse changes in legal factors or within the business climate the
company operates, and current period operating or cash flow losses combined with a history of operating or cash
flow losses or projections and forecasts that demonstrate continuing losses associated with the company’s future
business plans. Impairment indicators identified during the reporting pericd could result in a significant write
down in the carrying value of the investment if we believe an investment has experienced a decline in value that
is other than temporary. For example, to date, due to these and other factors, we have recorded cumulative
charges against earnings totaling $21.5 million associated with the impairment of these investments, including
$7.4 million in the second quarter of 2007. At December 31, 2007 and December 31, 2006, our strategic
investments had a carrying value of $1.7 million and $8.9 million, respectively.
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Perivative Instruments

The accounting for changes in the fair value of a derivative depends on the intended use of the derivative
and the resulting designation. For derivative instruments designated as a fair value hedge, the gain or loss is
recognized in earnings in the period of change together with the offsetting loss or gain on the hedged item
attributed to the risk being hedged. For a derivative instrument designated as a cash flow hedge, the effective
portion of the derivative’s gain or loss is initially reported as a component of accumulated other comprehensive
income {loss) and subsequently reclassified into earnings when the hedged exposure affects earnings. The
ineffective portion of the gain or loss is reported in earnings immediately. For derivative instruments that are not
designated as accounting hedges, changes in fair value are recognized in earnings in the period of change. We do
not hold or issue derivative financial instruments for speculative trading purposes. We enter into derivatives only
with counterparties that are among the largest U.S. banks, ranked by assets, in order to minimize our credit risk.

Recent Accounting Pronouncements

[n September 2006, the FASB issued Statement of Financial Accounting Standards No. 157
{SFAS No. 157), “Fair Value Measurements”, which clarifies the principle that fair value shouvld be based on the
assumptions market participants would use when pricing an asset or liability and establishes a fair value
hierarchy that prioritizes the information used to develop those assumptions. Under SFAS No. 157, fair value
measurements would be separately disclosed by level within the fair value hierarchy. SFAS No. 157 is effective
in the first quarter of our 2008 fiscal year. We have not yet determined the impact, if any, that the
implementation of SFAS No. 157 will have on our financial statements,

In February 2007, the Financial Accounting Standards Board issued Statement of Financial Accounting
Standards No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities—Including an
Amendment of FASB Statement No, 115" which is effective for fiscal years beginning after November 15, 2007,
This statement permits an entity to choose to measure many financial instruments and certain other items at fair
value at specified election dates. Subsequent unrealized gains and losses on items for which the fair value option
has been elected will be reported in earnings. We are currently evaluating the potential impact of this statement.

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 141 (revised 2007),
“Business Combinations” (“SFAS No. 141(R)"). SFAS 141(R) changes the requirements for an acquirer’s
recognition and measurement of the assets acquired and the liabilities assumed in a business combination. SFAS
No. 141(R) is effective for annual periods beginning after December 15, 2008 and will be applied prospectively
for all business combinations entered into afier the date of adoption.

In December 2007, the FASB issued Statement of Financial Accounting Standards No. 160,
“Noncontrolling interests in Consolidated Financial Statements—an amendment of ARB No. 517 (“SFAS
No. 160”). SFAS No. 160 requires (i) that noncontrotling (minority) interests be reported as a component of
shareholders’ equity, (ii) that net income attributable to the parent and to the noncontrolling interest be separately
identified in the consclidated statement of operations, (iii) that changes in a parent’s ownership interest while the
parent retains its controlling interest be accounted for as equity transactions, (iv) that any retained noncontrolling
equity investment upon the deconsolidation of a subsidiary be initially measured at fair value, and (v) that
sufficient disclosures are provided that clearly identify and distinguish between the interests of the parent and the
interests of the noncontrolling owners. SFAS No. 160 is effective for annual perieds beginning after
December 15, 2008 and should be applied prospectively. However, the presentation and disclosure requirements
of the statement shall be applied retrospectively for all periods presented. The adoption of the provisions of
SFAS No. 160 is not anticipated to materially impact our consolidated financial position and results of
operations.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Our exposure to market risk for changes in interest rates relates primarily to our investment portfolio and
bank borrowings. The investment portfolio includes highly liquid, high-quality instruments. Some investments in
the portfolio may contain an embedded derivative, and interest rate hedges may be placed if they are tied to a
specific investment or group of investments in accordance with our Investment Policy; however, they are
generally not significant.

The estimated fair value of our cash and cash equivalents approximates the principal amounts reflected in
our Consolidated Balance Sheets based on the short maturities of these financial instruments. Short-term and
long-term investments consist of U.S., state and municipal government obligations and foreign and domestic
public corporate debt securities. If we sell our investments prior to their maturity, we may incur a charge to
operations in the period the sale takes place.

The following tables present the hypothetical changes in fair values in the securities, excluding cash and
cash equivalents, held at December 31, 2007 that are sensitive to changes in interest rates. The modeling
technique used measures the change in fair values arising from hypothetical parailel shifts in the yield curve of
plus or minus 50 basis points (BPS) and 100 BPS over six and twelve-month time horizons.

The following table estimates the fair value of the portfolio at a twelve-month time horizon (in thousands):

Valuation of Securities Valuation of Securities

Given an Interest Rate Given an Interest Rate
Decrease of X Basis Points Current Fair Increase of X Basis Points

Issuer 100 BPS 50 BPS Market Value 50 BPS 100 BPS
U.S. government securities . ............. $12,049 $12,041 $12,033 $12,027 $12,020
State and local governments . ............ 501 500 500 500 499
Corporate debt securities ............... 82,568 82,518 82,470 82,420 82,370
Total ... e $95,118 $95,059 $95,003 $94,947 $94,889

The following table estimates the fair value of the portfolio at a six-month time horizon (in thousands):

Yaluation of Securities Valuation of Securities

Given an lnterﬁ_t Ra!e Given an [meregt Ra'te
Decrease of X Basis Points Current Fair Increase of X Basis Points

Issuer 100 BPS 50 BPS Market Value 50 BPS 100 BPS
U.S. government securities .. ............ $12,041 $12,038 512,033 $12,031 $12,027
State and local governments ............. 500 500 500 500 500
Corporale debt securities ............... 82,518 82,494 82,470 82,444 82,420
Total ... i $95,059 $95,032 $95,003 $94,975 594,947

Foreign Currency Exchange Rate Risk

While the majority of our sales are denominated in United States dollars, we also sell our products and
services in certain European regions in Euros and in British Pounds, which has increased our foreign currency
exchange rate fluctuation risk.

While we do not hedge for speculative purposes, as a result of our exposure to foreign currency exchange
rate fluctuations, we purchase forward exchange contracts to hedge our foreign currency exposure to the Euro,
British Pound and Israeli Sheke!. We mitigate bank counterparty risk related to our foreign currency hedging
program through our policy that requires the Company to purchase hedge contracts from banks that are among
the world's targest 100 banks, as ranked by total assets in U.S. dollars.

As of December 31, 2007, we had outstanding forward exchange contracts to sell 7.3 million Euros at 1.36,
sell 2.8 million British Pounds at 2.00, and buy 18.1 million Israeli Shekels at 4.13. These forward exchange
contracts hedge our net position of foreign currency-denominated receivables, payables and cash balances and
typically mature in 60 days or less.
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We also have a cash flow hedging program under which we hedge a portion of anticipated revenues and
operating expenses denominated in the Euro, British Pound and Israeli Shekels. As of December 31, 2007, we
had outstanding foreign exchange contracts to selt 28.6 million Euros at 1.45 and 4.6 million British Pounds at
1.98 and to buy 4.2 million Israeli Shekels at 4.1. These forward exchange contracts, carried at fair value,
typically have maturities of less than 360 days. At December 31, 2007, we also had outstanding foreign exchange
contracts to sell 10.5 million Euros at 1.45 and 2.4 million British Pounds at 1.96. These forward exchange
contracts, carried at fair value, typically have maturities of more than 360 days.

As a result of our acquisition of SpectraLink, we now have operations in Horsens, Denmark. From time to
time, we enter into foreign currency contracts to reduce our exposure to foreign-denominated inventory
purchases made by the Denmark operation. For the year ended December 31, 2007, the gains from these foreign
currency exchange contracts were not significant. Changes in fair value of these forward contracts are recognized
in other income (loss), net at the end of each period and were not material for the periods presented.

Based on our overall currency rate exposure as of December 31, 2007, a near-term 10% appreciation or
depreciation in the United States Dollar, relative to our foreign local currencies, would have an immaterial effect
on our financial position, results of operations and cash flows. We may also decide to expand the type of
products we sell in foreign currencies or may, for specific customer situations, choose to sell in foreign
currencies in our other regions, thereby further increasing our foreign exchange risk.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The financial statements required by Item 8 and the financial statement schedules required by Item 15(a)(2)
are included in pages F-1 to F-44 and 5-2, respectively. The supplemental data called for by Item 8 is presented
on page S-1.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Not applicable.

ITEM 9A. CONTROLS AND PROCEDURES
Evaluation of disclosure controls and procedures

Our management evaluated, with the participation of our Chief Executive Officer and our Chief Financial
Officer, the effectiveness of our disclosure controls and procedures as of the end of the period covered by this
Annual Report on Form 10-K. Based on this evaluation, our Chief Executive Officer and our Chief Financial
Officer have concluded that our disclosure controls and procedures are effective to ensure that information we
are required to disclose in reports that we file or submit under the Securities Exchange Act of 1934 (i) is
recorded, processed, summarized and reported within the time periods specified in Securities and Exchange
Commission rules and forms, and (ii) is accumulated and communicated to Polycom’s management, including
our Chief Executive Officer and our Chief Financial Officer, as appropriate 1o allow timely decisions regarding
required disclosure. Qur disclosure controls and procedures are designed to provide reasonable assurance that
such informatton is accumulated and communicated to our management, Our disclosure controls and procedures
include components of our internal conirol over financial reporting. Management's assessment of the
effectiveness of our internal control over financial reporting is expressed at the level of reasonable assurance
because a control system, no matter how well designed and operated, can provide only reasonable, but not
absolute, assurance that the control system’s objectives will be met.

Management’s annual report on internal control over financial reporting

See “Management’s Report on Internal Control Over Financial Reporting” on page F-2.
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Changes in internal control over financial reporting

There was no change in our internal control over financial reporting that occurred during our fourth fiscal
quarter that has materially affected, or is reasonably likely to materially affect, our internal control over financial
reporting.

ITEM 98. OTHER INFORMATION
Not applicable.
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PART III

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information regarding our directors required by this item is included under the caption “Election of
Directors” in our Proxy Statement for our 2008 Annual Meeting of Stockholders (the “2008 Proxy Statement”)
and is incorporated herein by reference. The information regarding our current executive officers required by this
item is included under the caption “Executive Officers of the Registrant” in Part I of this Annual Report on Form
10-K and is incorporated herein by reference. The information regarding compliance with Section 16(a) of the
Exchange Act required by this item is included under the caption “Section 16(a) Beneficial Ownership Reporting
Compliance” in the 2008 Proxy Statement and is incorporated herein by reference. The information regarding our
code of ethics, nominating committee and audit committee required by this item is included under the caption
“Corporate Governance” in the 2008 Proxy Statement and is incorporated herein by reference.

ITEM 11. EXECUTIVE COMPENSATION

The information regarding executive compensation required by this item is included under the caption
“Executive Compensation” in the 2008 Proxy Statement and is incorporated herein by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information regarding securities authorized for issuance under equity compensation plans required by
this item is included under the caption “Executive Compensation—Equity Compensation Plan Information” in
the 2008 Proxy Statement and is incorporated herein by reference. The information regarding security ownership
of certain beneficial owners and management required by this item is included under the caption “Ownership of
Securities” in the 2008 Proxy Statement and is incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

The informaticn regarding transactions with related persons required by this item is included under the
caption “‘Certain Relationships and Related Transactions” in the 2008 Proxy Statement and is incorporated herein
by reference. The information regarding director independence required by this item is included under the
caption “Corporate Governance” in the 2008 Proxy Statement and is incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this item is included under the caption “Ratification of Appointment of
Independent Registered Public Accounting Firm—Principal Accounting Fees and Services™ in the 2008 Proxy
Statement and is incorporated in this Item 14 by this reference.
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(a) The following documents are filed as part of this Report:
1. Financial Statements (see Item 8 above).

Polycom, Inc. Consolidated Financial Statements as of December 31, 2007 and 2006 and for each of
the three years in the period ended December 31, 2007.

2. Financial Statement Schedule (see Itern 8 above). The following Financial Statement Schedule is filed as
part of this Report:

Schedule II—Valuation and Qualifying Accounts.

Schedules not listed above have been omitied because the information required to be set forth therein is not
applicable or is shown in the financial statements or notes thereto.

3. Exhibits. See Item 15(b) below.
(b) Exhibits
We have filed, or incorporated by reference into this Report, the exhibits listed on the accompanying

Index to Exhibits.

(c) Financial Statement Schedules.

See Items 8 and 15(a){2) above.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d} of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

POLYCOM, INC,

/s/ ROBERT C. HAGERTY
Robert C. Hagerty
Chairman of the Board of Directors,
Chief Executive Officer and President

Date: February 29, 2008 ' :

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS:

That the undersigned officers and directors of Polycom, Inc., a Delaware corporation, do hereby constitute
and appoint Robert C. Hagerty and Michael R. Kourey, or either of them, the lawful attorney-in-fact, with full
power of substitution, for him in any and all capacities, to sign any amendments to this report on Form 10-K and
to file the same, with exhibits thereto and other documents in connection therewith, with the Securities and
Exchange Commission, hereby ratifying and confirming alt that said attorney-in-fact or his substitute or
substitutes may do or cause to be done by virtue hereof.

IN WITNESS WHEREOF, each of the undersigned has executed this Power of Attorney as of the date
indicated.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ RoBERT C. HAGERTY Chairman of the Board of Directors, February 29, 2008
Robert C. Hagerty Chief Exacutive Officer and President

{Principal Executive Officer)

/s/  MICHAEL R. KOUREY Senior Vice President, Finance and February 29, 2008
Michaet R. Kourey Administration, Chief Financial
Officer and Director (Principal
Financial Officer)

fsi Laura J. DURR Vice President, Worldwide Controller February 29, 2008
Laura J. Durr (Principal Accounting Officer)
/s/  BETSY S. ATKINS Director February 29, 2008

Betsy S. Atkins

fs/ DaviD G. DEWALT Director February 29, 2008
David G. DeWalt

/s/  DURK 1. JAGER ‘ Director February 29, 2008
Durk L Jager

69




Signature

/s/ JoHN A. KELLEY

John A, Kelley

/s/ D.ScoTT MERCER

D. Scott Mercer

fs/  WILL1aM A. OWENS

William A. Owens

/s KEvVIN T. PARKER

Kevin T. Parker

Director

Director

Director

Director
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of our Company is responsible for establishing and maintaining adequate internal control over
financial reporting as defined in Rules 13a-15(f) and 15(d)-15(f) under the Securities Exchange Act of 1934. Our
internal control over financial reporting is designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. Internal control over financial reporting includes those policies and procedures
that:

* pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of our Company;

+  provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the Company are being made only in accordance with authorizations of management
and directors of our Company; and

»  provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of our Company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions and that the degree of compliance with the
policies or procedures may change over time.

Management assessed the effectiveness of our internal control over financial reporting as of December 31,
2007. In making this assessment, our management used the criteria set forth in Internal Controi-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO).
Management has excluded from its assessment of internal control over financial reporting as of December 31,
2007 certain elements of the internal control over financial reporting of SpectraLink Corporation
(“SpectraLink™), because SpectraLink was acquired by the Company in a purchase business combination during
2007. Subsequent to the acquisition, certain elements of the acquired businesses’ internal control over financial

 reporting and related processes were integrated into the Company’s existing systems and internal contral over
financial reporting. Those controls that were not integrated have been excluded from management’s assessment
of the effectiveness of internal control over financial reporting as of December 31, 2007. The excluded elements
represent controls over accounts of approximately 1% of the Company’s consolidated assets as of December 31,
2007 and 3% of consolidated revenue for the year then ended.

Based on our assessment of internal controls over financial reporting, management has concluded that, as of
December 31, 2007 our internal control over financial reporting was effective to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles.

The effectiveness of the Company’s internal control over financial reporting as of December 31, 2007 has
been audited by PricewaterhouseCoopers LLP, an independent registered public accounting firm, as stated in
their report which appears on page F-3.

/s ROBERT C. HAGERTY fs/  MicHAEL R. KOUREY
Robert C. Hagerty Michael R. Kourey
President and Chief Executive Officer Senior Vice President, Finance and Administration and
Chief Financial Officer
February 28, 2008 February 28, 2008




Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of Polycom, Inc.:

In our opinion, the consolidated financial statements listed in the index appearing on page F-1 present fairly, in
all material respects, the financtal position of Polycom, Inc. and its subsidiaries at December 31, 2007 and 2006,
and the results of their operations and their cash flows for each of the three years in the period ended

December 31, 2007 in conformity with accounting principles generally accepted in the United States of America,
In addition, in our opinion, the financial statement schedule listed in the index appearing on page F-1 presents
fairly, in all material respects, the information set forth therein when read in conjunction with the related
consolidated financial statements. Also in our opinion, the Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 2007, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COS0). The Company’s management is responsible for these financial statements and financial
statement schedule, for maintaining effective internal control over financial reporting and for its assessment of
the effectiveness of internal control over financial reporting, included in Management’s Report on Internal
Control Over Financial Reporting appearing on page F-2. Our responsibility is to express opinions on these
financial statements, on the financial statement schedule, and on the Company’s internal control over financial
reporting based on our integrated audits. We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan and perform the
audits to obtain reasonable assurance about whether the financial statements are free of material misstatement
and whether effective internal control over financial reporting was maintained in all material respects. Our audits
of the financial statements included examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements, assessing the accounting principles used and significant estimates made by
management, and evaluating the overall financial statement presentation. Qur audit of internal control over
financial reporting included obtaining an understanding of internal control over financial reporting, assessing the
risk that a material weakness exists, and testing and evaluating the design and operating effectiveness of internal
control based on the assessed risk. Our audits also included performing such other procedures as we considered
necessary in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

As discussed in Note 11 to the consolidated financial statements, in accordance with the adoption of SFAS
123(R), the Company changed the manner in which it accounts for share-based compensation in the year ended
December 31, 2006.

As discussed in Note 13 to the consolidated financial statements, in accordance with the adoption of Financial
Accounting Standards Board Interpretation No. 48, “Accounting for Uncertainty in Income Taxes”, the Company
changed the manner in which it accounts for uncertainty in income taxes in the year ended December 31, 2007,

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (i) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (iti} provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.
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As described in Management’s Report on Internal Control over Financial Reporting appearing on page F-2,
management has excluded from its assessment of internal control over financial reporting as of December 31,
2007 certain elements of the internal control over financial reporting of SpectraLink Corporation
(“SpectraLink”), because SpectraLink was acquired by the Company in a purchase business combination during
2007. Subsequent to the acquisition, certain elements of the acquired businesses’ internal control over financial
reporting and related processes were integrated into the Company’s existing systems and internal contro} over
financial reporting. Those controls that were not integrated have been excluded from management’s assessment
of the effectiveness of internal control over financial reporting as of December 31, 2007. We have also excluded
these elements of the internal control over financial reporting of the acquired business from our audit of the
Company’s internal control over financial reporting. The excluded elements represent controls over accounts of
approximately 1% of the Company’s consolidated assets as of December 31. 2007 and 3% of consolidated
revenue for the year then ended.

/s/  PRICEWATERHOUSECOOPERS LLP

San Jose, California
February 28, 2008



POLYCOM, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share data)

December 31,
2007 2006
ASSETS
Current assets
Cashand cashequivalents . . ............ ittt iiiiiiiians $§ 279,560 3 316,368
ShOrt-term INVESIMENLS . . ..ottt ettt ettt et n e n e nenanens 62,663 157,345
Trade receivables, net of allowance for doubtful accounts of $2,398 and $2,272
in 2007 and 2006, respectively ......... ... ... . i 138,133 79,057
L E A=Y 1T o T 71,106 48,029
Deferred taXes . oo e e e e 43,295 22,439
Prepaid expenses and other current ASSets . ..........ovtiireinnrnnraen. 23,104 16,719
Total curtent assets ................ R 617,861 639977
Property and equipment, BEL ... ... ot e s 57,610 39,426
Long-term inVESIMEN!S ... ...\ttt e e 32,340 102,133
GoodWill ... e e e e e 504,955 356,755
Purchased intangibles, net .. ... ... ... . 86,423 12,935
Defermed taXes .. .ottt e e e e e e 8,062 16,746
L0 7 Tt Y=t AU 14,687 22,043
Ot A850LS & vt vt ottt e et e e e e e e $1,321,938 $1,190,015
LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities
Accounts payable ... ... .. e $ 75802 % 53,602
Accrued payroll and related liabilities .............. ... .. ... ... ... ... 29,518 22,182
Taxespayable .. ... .. . e 3,790 58,092
Peferred reVenuUe . . ... ..t 59,130 40,227
Other accrued liabilities ... ... ... ... . . . i e e e 48,814 39,780
Total current Habilities ... .. ... . . vt e e 217,054 213,883
Long-term deferred revenue ........... .. iiieiniii it e 27,853 20,798
Taxes payable ... ... e e 34,899 —
DT g o S 4,709 —
Other long-term liabilities ... ... ... . . e 13,429 8,614
Total Habilities .. .. oot it ittt et et 297,944 243,295
Commitments and contingencies (Note 9)
Stockholders’ equity
Preferred stock, $0.001 par value:
Authorized: 5,000,000 shares. Issued and outstanding: one share in 2007
and 2006 ... e e — —
Common stock, $0.0005 par value:
Authorized: 175,000,000 shares. Issued and outstanding: 89,137,059 shares
in 2007 and 89,467,995 shares in 2006 ... ....... ... .. ... . oiea . 43 43
Additional paid-incapital ........... ... .. e . 1,000,466 907,811
Cumulative other comprehensive income/{loss) . ... irnn.n. 4,160 (555)
Retained eamnings . ....... ... .. . i it i e 19,325 39421
Total stockholders’ equity ... ... .. . 1,023,994 946,720
Total liabitities and stockholders’ equity ........................ $1,321,938 $1,190,015

The accompanying notes are an integral part of these consolidated financial statements,
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POLYCOM, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
{(in thousands, except per share data)

Year Ended December 31,

2007 2006 2005
Revenues
ProdUCt FEVEIUES .« o - o v v v ettt et e ee ettt $806.482 $600,703 $511,462
GETVICE FEVEIIUES « - - v e e v vttt v e e e e et aae et e cnhs s 123,426 81,682 69,197
TOtAl TEVEMUBS .« v v vt e e e e ettt e et et i vee e emm et e 929908 682,385 580,659
Cost of revenues
Cost of product FEVENUES . ... .c.vventtiinee o 322988 218,810 179,837
COSE O SEIVICE TEVEIUES & . . o o v v oo e et iie i iameae e iaannnns 61,599 43,114 39,680
Total cost OF TEVENMUES . . ..o v it i i i i et e aaanes 384,587 261,924 219,517
Gross Profit . ..o ouv it 545321 420,461 361,142
Operating expenses
Sales and Markeling ... ... cvviiii e 242,510 169,828 142,719
Research and development . ...... ... oo 139,011 114,331 91,479
General and adminisStralive . .. ...t ieertenn e it 60,994 45,410 35,631
Acquisition-related costs ... ... .o 4,258 161 351
Purchased in-process research and development ................oc00 9,400 — 300
Amortization and impairment of purchased intangibles .............. 11,546 7,452 8,790
RESIUCIUNE COSES .+ v v et ittt e v iaa e e ca e anne s tnaaeeesanns 410 2,410 633
Litigation reserves and payments .. .. .......oouviinnona s — — o»
Total Operating €XPenses ... .......oevtoneeraneea oo inns 468,129 339,592 279,810
Operating iNCOME . . ... utu i e et a ot 77,192 80,869 81,332
INterest iNCOME, TEL . . vt e v ettt e e e ae et e e e 18,646 21,164 12,848
Gain (loss) on strategic investments .. ..... e e (7,400) 176 2,908
Other income (EXPENSE), NEL. .o v vt e iaanes {(738) 540 {3)
Income from continuing operations before provision for income taxes ...... 87,700 102,749 97,083
Provision fOr iNCOME 13XES - . .. v i it e e e e et e anaeas 24 819 30,825 34,722
Income from CONLNUING OPETALIONS . .. vv vt er v oo 62,881 71,924 62,361
Gain from sale of discontinued operations, netof taxes .............. — — 384
NELINCOME .+ - oo et et e e et e et et et e e ta e et e a e $ 62881 §$ 71,924 § 62,745
Basic net income per share
Income per share from continuing operations .................. ... $ 069 $ 081 $ 066
Gain per share from sale of discontinued operations, net of taxes . ... ... — — —
Basic net income pershare . . ... $ 069 § 081 § 066
Diluted net income per share
Income per share from continuing operations . ..................... $ 067 $ 08 § 065
Gain per share from sale of discontinued operations, net of taxes . ...... — — —
Diluted netincome pershare ..........c.ovviiiooiiinn i $ 067 5 08 S 065
Weighted average shares outstanding for basic net income per share ... ..... 90,878 88.419 95,691
Weighted average shares outstanding for diluted net income per share ...... 94,391 90,373 97,014

Net income for the years ended December 31, 2007 and 2006 included share-based compensation expense under
Statement of Financial Accounting Standards No. 123 (revised 2004), “Share-Based Payment,” (“SFAS 123(R)"™).
See Note 11 to the Consolidated Financial Statements for additional information,

The accompanying notes are an integral part of these consolidated financial statements.
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POLYCOM, INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
{(in thousands, except share data)

Balances, December 31,2004 ..................

Comprehensive income:
Change in unrealized loss on marketable

SECUTITIES . ..o vt eanrvinre e inaanans
Changes in cumulative translation adjustment . . .
Netincome ...........coieviieiaiins

Total comprehensive income ...................

Exercise of stock options under stock option plan . .. .

Shares purchased under employee stock purchase

Plan e e e e
Purchase and retirement of common stock at cost . . ..
Amortization of stock-based compensation . ... ...,
Tax benefil from stock option activity . ...........

Balances, December 31,2005 . .................

Comprehensive income:
Change in unrealized loss on marketable

SECUTILIES .. .v e
Changes in cumulative translation adjustment . . .

Change in unrealized gatn (loss) on hedging

SECUMItIES ... it iiiieiin s

Shares  Amount

Curnulative
Additional  Unearned Other
Common Stock Paid-In  Stock-based Comprehensive Retained

Capital Compensation Income (Loss) Earnings Total

Netincome .........ccoeeviiiivennnvninnn

Totat comprehensive income ... .................

[ssuance of stock for Circa acquisition earn-ont .. ...
Exercise of stock options under stock option plan . . ..

Shares purchased under employee stock purchase

Plan ..
Purchase and retirement of common stock at cost .. ..
Stock-based compensation ,......,............
Tax benefit from stock option activity . ...........

Balances, December 31,2006 ..................

Comprehensive income:
Change in unrealized toss on marketable

SECUMLIES ..yttt e e nneans
Changes in cumulative translation adjustment . . .

Change in unrealized gain {loss) on hedging

SECUMMIES ...\ttt iee e iraneaennss
Netincome .............oiiireeenannn-

Total comprehensive income .. .................

Issuance of restricted stock . ....,..............
Issuance of stock for Circa acquisition earn-out .. ..
Exercise of stock options under stock option plan . . . .

Shares purchased under employee stock purchase

plan ... e
Purchase and retirement of common stock at cost , , . .
Stock-based compensation .......... .. ...,
Tax benefit from stock option activity .. ..........

Cumylative adjustment resulting from adoption of

FINAB e,

99,116,324 § 50 § 904,155 $(35) $(1.884) $62,328 § 964,614
- - — — 539 — 539

- - — — 37 — 37

— - — — — 62,745 62,745
63,321

606,538 -~ 5.520 — —_ — 5,520
EEVIL] ) - 5,938 — — — 5,938
(11,380,000) () {50,759) — — (93,201} (183,967
—- - — 5 — — 5

— — 1,408 — —_ — 1,408
88755371 §$ 43 § 826,262 $— $(1,308) $31.872 § 856,869
—_ —_ — — 415 —_ 415

- - — - 126 — 326

_ - — —_ 12 — 12
- — — — 71.924 71,924
72,677

295088 — - —_ — — —_
4,831,655 2 81,079 _— —_ — 81,081
407513 — 6,227 — — — 6.227
(4,821.632)  (2) (39,247) — — (64,375) (103.624)
— —_ 23,288 — _ — 23,288

S — 10,202 — — —_ 10,202
89467995 $ 43 § 907811 $— $ (5550  $39421 $ 946,720
— - — — (434) —_ (434)

— — — — 5,163 —_ 5,163
— — — — (14) — (14}

— e — — - 62,881 62.881
67,596

58,667 — — — — — —_
208,143 — 9,012 — — — 9,012
3,286,769 2 58,334 _ —_ — 58,336
374915 — 8,138 - —_ — 8,138
4,259430)  (2) (39.47%) — - (86,369}  (125,850)
e 41,659 — — — 41,659

—_ - 14.991 — ‘ - — 14,991

— —_ — — —_ 3,392 3,392
$9,137.059 § 43 $1.000466 5— $ 4,160 $ 19,325 $1,023,994

|

The accompanying notes are an integral part of these consolidated financial statements.
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POLYCOM, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands}

Year Ended December 31,
2007 2006 2005
Cash flows from operating activities:
NELINCOMIE - - v o vt e et e e e e vt e e ettt aa e anaanas $ 62,881 $ 71,924 § 62,745
Adjustments to reconcile net income to net cash provided by operating
activities:
Gain from sale of discontinued operations, net of taxes ............ — —-- (384)
Depreciation and amortization ............... i 24,502 21,035 20,720
Amortization and impairment of purchased intangibles ............ 22,406 7,452 8,790
Provision for doubtful accounts . ....... ... oo 370 120 -
Provision for (benefit from} excess and obsolete inventories ........ 264 1,306 (731)
Non-cash stock-based compensation .......... ... 41,659 23,288 —
Excess tax benefit from stock based compensation ................ (15,505)  (10,246) —_
Tax benefit from exercise of stock options ...................... — — 1,408
(Gain) loss on strategic iNVestments .. ..........ooouninneennns 7,400 (176) (2,908}
Amortization of unearned stock-based compensation .. ............ — — 35
Purchase of in-process research and development . ................ 9,400 — 300
Loss on asset dispositions . ...........iir i 175 116 367
Changes in assets and liabilities, net of the effect of acquisitions:
Trade receivables .. .. ..ot it (41,689 (9,774) (6,447)
INVENEOES - o ot ot e eee e e et et en o ae et aaannas (3,743) (3,568) (16,290)
DeferTed TAXES oot v v et ae et maeee e 6,893 9,264 20,916
Prepaid expenses and other current assets ............... (5,736) (4,783) 6,341
Accounts payable ...... . ... 12,716 6,720 209
Taxespayable ......... oo 10,742 9,139 7,899
Other accrued ligbilities . ... .. ..o anns 16,780 25,869 14,414
Net cash provided by operating activities ........... 149,515 147,686 117,384
Cash flows from investing activities:
Purchases of property and equipment .. ...... ... o (30,050) (23475  (16,758)
Purchases of INVESUMENTS « . oo v vt ve e e iannncearnaeanens (380,598) (660,668) (458,800)
Proceeds from sale and maturity of investments .................. 544,113 669,812 631,673
Proceeds received from sale of discontinued operations ............ — — 604
Net cash paid in purchase acquisitions . . .......... ...t (275,917 (188) (8,648)
Net cash provided by (used in) investing activities .. .. (142,452)  (14,519) 148,065
Cash flows from financing activities:
Proceeds from issuance of common stock under employee option and
stock purchase plans . .. ...t 66,474 87,304 11,458
Purchase and retirement of common stock ... .. .. o (125,850) (103,620) (183,967)
Excess tax benefit from stock based compensation . ............... 15,505 10,246 —
Net cash used in financing activities ............ .o (43,871) (6,070)  (172,509)
Nel increase (decrease) in cash and cash equivalents .................. (36,808) 127,097 92,940
Cash and cash equivalents, beginning of period ...................... 316,368 189,271 96,331
Cash and cash equivalents, end of period . ............ ...t $ 279,560 $ 316,368 $ 189,271
Supplemental disclosures of cash flow information:
Cash paid for inferest . .......ooovvrin o $ 661 % 288 $ 180
Cash paid for INCOME tAXES .. ... .ouvtn e $ 8984 $ 13439 § 5016

The accompanying notes are an integral part of these consolidated financial statements.
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POLYCOM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Description of Business and Summary of Significant Accounting Policies:
Description of Business:

Polycom is a leading global provider of high-quality, easy-to-use communications solutions that enable
enterprise and public sector customers to more effectively collaborate over distance, time zones and organizational
boundaries, Qur solutions are built on architectures that enable unified voice, video and content communications.

Principles of Accounting and Consolidation:

These consolidated financial statements have been prepared in accordance with accounting principles generally
accepted in the United States of America. The consolidated financial statements include the accounts of the Company
and its wholly owned subsidiaries. All significant intercompany balances and transactions have been eliminated.

Use of Estimates:

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the amounts reported
in the Company’s financial statements and accompanying notes. Actual results could differ from those estimates.

Reclassifications:

Certain previously reported amounts have been reclassified to conform to the current year’s presentation,

Basis of Presentation:

During the year ended December 31, 2007, the Company determined that the additional equity consideration
earned by former shareholders of Circa Communications Ltd, which was acquired by the Company in April
2001, was not recorded in 2005 and 2006 when the earn outs were achieved and the additional shares were
earned, which resulied in a comulative understatement of goodwill and shareholder’s equity at December 31,
2006 and 2005 of $5.5 million and $2.7 million, respectively. The Company has concluded that these errors were
not material to the years ended December 31, 2006 and '2005, and therefore, the corrections were recorded in the
year ended December 31, 2007.

The presentation in the accompanying December 31, 2007 Consolidated Balance Sheet related to goodwill
and shareholder’s equity differs from the presentation in the Balance Sheet included in our fourth quarter
earnings report furnished in the Form 8-K filed on January 23, 2008. Subsequent to the earnings report, we
recorded approximately $9.0 mtllion in goodwill and shareholder’s equity related to the additional equity
consideration for 2005 and 2006 as noted above as well as the final earnout in the fourth quarter of 2007.

This adjustment did not impact the Company’s results of operations or cash flows,

Cash and Cash Equivalents:

The Company considers all highly liquid investments with original or remaining maturities of 90 days or
less at the time of purchase to be cash equivalents.

Allowance for Doubtful Accounts:

The Company maintains an allowance for doubtful accounts for estimated losses resuliing from the inability
of the Company’s customers to make required payments. The Company reviews its allowance for doubtful
accounts quarterty by assessing individual accounts receivable over a specific aging and amount, and all other
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balances on a pooled basis based on histerical collection experience. If the financial condition of the Company’s
customers were to deteriorate, adversely affecting their ability to make payments, additional allowances would be
required. Delinquent account balances are written-off after management has determined that the likelihood of
collection is not probable.

Investments:

The Company’s short-term and long-term investments are comprised of U.S., state and municipal government
obligations and foreign and domestic public corporate debt securities. Investments are classified as short-term or
long-term based on their original or remaining maturities and whether the securities represent the investment of funds
available for current operations. Nearly all investments are held at a limited number of major financial institutions in
the Company’s name. At December 31, 2007 and 2006, all of the Company’s investments were classified as
available-for-sale and were carried at fair value based on quoted market prices at the end of the reporting period.
Unrealized gains and losses are recorded as a separate component of cumulative other comprehensive income (loss)
in stockholder’s equity. If these investments are sold at a loss or are considered to have other than temporarily
declined in value, a charge to operations is recorded. The specific identification method 1s used to determine the cost
of securities disposed of, with realized gains and losses reflected in interest income, net.

For strategic reasons, the Company has made various investments in private companies. The private
company investments are carried at cost and written down to fair market value when indications exist that these
investments have other than temporarily declined in value. The Company reviews these investments for
impairment when events or changes in circumstances indicate that impairment may exist and makes appropriate
reductions in carrying value, if necessary. The Company evaluates a number of factors, including price per share
of any recent financing, expected timing of additional financing, liquidation preferences, historical and forecasted
earnings and cash flows, cash burn rate, and technological feasibility of the investee company’s products to
assess whether or not the investment is impaired.

Inventories:

Inventories are valued at the lower of cost or market with cost computed on a first-in, first-out (FIFQ) basis,
Consideration is given to obsolescence, excessive levels, deterioration and other factors in evaluating net
realizable value. The Company records write downs for excess and obsolete inventory equal to the difference
between the cost of inventory and the estimated fair value based upon assumptions about future product life-
cycles, product demand and market conditions. At the point of the loss recognition, a new, lower-cost basis for
that inventory is established, and subsequent changes in facts and circumstances do not result in the restoration or
increase in that newly established cost basis.

Property and Equipment:

Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation is
provided using the straight-line method over the estimated useful lives of the assets. Estimated useful lives are
three to thirteen years. Amortization of leasehold improvements is computed using the straight-line method over
the shorter of the remaining lease term or the estimated usefu! life of the related assets, typically three to thirteen
years. Disposals of capital equipment are recorded by removing the costs and accumulated depreciation from the
accounts and gains or losses on disposals are included in the results of operations.

Goodwill:

Goodwill is not amortized but is regularly reviewed for potential impairment. The identification and
measurement of goodwill impairment involves the estimation of the fair value of the Company’s reporting units.
The estimates of fair value of reporting units are based on the best information available as of the date of the
assessment, which primarily incorporate management assumptions about expected future cash flows. Future cash
flows can be affected by changes in industry or market conditions or the rate and extent to which anticipated
synergies or cost savings are realized with newly acquired entities.
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Impairment of Long-Lived Assets:

Purchased intangible assets with finite lives are amortized vsing the straight-line method over the estimated
economic lives of the assets, which range from several months to eight years. Purchased intangible assets
determined to have indefinite useful lives are not amortized. Long-lived assets, including intangible assets, are
reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of such
assets may not be recoverable. Determination of recoverability is based on an estimate of undiscounted future
cash flows resulting from the use of the asset and its eventual disposition. Measurement of an impairment loss for
long-lived assets that management expects to hold and use are based on the fair value of the asset. Long-lived
assets to be disposed of are reported at the lower of carrying amount or fair value less costs to sell.

Guarantees:
Warranty

The Company provides for the estimaled costs of product warranties at the time revenue is recognized. The
specific terms and conditions of those warranties vary depending upon the product sold. In the case of hardware
manufactured by the Company, warranties generally start from the date of purchase and continue for one to three
years depending on the product purchased. Software products generally carty a 90-day warranty from the date of
purchase. The Company’s liability under warranties on software products is to provide a corrected copy of any
portion of the software found not to be in substantial compliance with the agreed upon specifications. Factors that
affect the Company’s warranty obligation include product failure rates, material usage and service delivery costs
incurred in correcting product failures. The Company assesses the adequacy of the recorded warranty liabilities
every quarter and makes adjustments to the liability if necessary.

Changes in the warranty obligation, which is included as a component of “Other accrued liabilities” on the
Consolidated Balance Sheets, during the period are as follows (in thousands):

December 31, December 31,
2007 2006
Balance at beginning of year ......... ... . e $ 8,060 $ 8,053
Accruals for warranties issued during the year ..................... 15,471 12,830
Warranty assumed in SpectraLink acquisition ............... . ..... 2,335 —
Actual warranty charges incurred duringthe year . . ................. (15,328) (12,823)
Balanceatendofyear ....... .. ... ... .. ... . ... .. ... .. $ 10,538 $ 8,060

Deferred Maintenance Revenue

The Company offers maintenance contracts for sale on most of its products which allow for customers to
receive service and support in addition to, or subsequent to, the expiration of the contractual product warranty.
The Company recognizes the maintenance revenue from these contracts over the life of the service contract.

Deferred maintenance revenue, of which $52.6 million and $34.0 million is short-term and included as a
component of “Deferred revenue” as of December 31, 2007 and 2006, respectively; and $24.5 million and $18.3
million is long-term and is included as a component of “Long-term deferred revenue” as of December 31, 2007
and 2006, respectively, on the Consolidated Balance Sheets, are as follows {in thousands):

December 31, December 31,

2007 2006
Balance at beginning of year ....... ... ... ... i $ 52261 $ 38,741
Additions to deferred maintenance revenue .. ..................... 121,453 85,688
Deferred maintenance assumed in SpectraLink acquisition ........... 7,734 —
Amortization of deferred maintenancerevenue . .................... (104,366) (72,168)
Balanceatendofyear ...... ... . ... ... ... ... i $ 77,082 $ 52,261




The cost of providing maintenance services for the years ended December 31, 2007, 2006 and 2005 was
$58.6 million, $40.4 million and $37.3 million, respectively.

Officer and Director Indemnifications

As permitted or required under Delaware law and to the maximum extent allowable under that law, the
Company has certain obligations 1o indemnify its current and former officers and directors for certain events or
occurrences while the officer or director is, or was serving, at the Company’s request in such capacity. These
indemnification obligations are valid as long as the director or officer acted in good faith and in a manner the
person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to
any criminal action or proceeding, had no reasonable cause to believe his or her conduct was unlawful. The
maximum potential amount of future payments the Company could be required to make under these
indemnification obligations is unlimited; however, the Company has a director and officer insurance policy that
mitigates the Company’s exposure and enables the Company te recover a portion of any future amounts paid. As
a result of the Company’s insurance policy coverage, the Company believes the estimated fair value of these
indemnification obligations is minimal.

Other Indemnifications

As is customary in the Company’s industry, as provided for in local law in the U.S. and other jurisdictions,
the Company’s standard contracts provide remedies to its customers, such as defense, settlement, or payment of
judgment for intellectual property claims related to the use of its products. From time to time, the Company
indemnifies customers against combinations of loss, expense, or liability arising from various trigger events
related to the sale and the use of its products and services. In addition, from time to time the Company also
provides protection to customers against claims related to undiscovered liabilities, additional product liability or
environmental obligations.

Revenue Recognition:

The Company recognizes revenue when persuasive evidence of an arrangement exists, title has transferred,
product payment is not contingent upen performance of installation or service obligations, the price is fixed or
determinable. and collectibility is reasonably assured. In instances where final acceptance of the product or
service is specified by the customer, revenue is deferred until all acceptance criteria have been met. Additionally,
the Company recognizes extended service revenue on our hardware and software products ratably over the
service period, generally one to five years.

The Company’s video solutions products are integrated with software that is essential to the functionality of
the equipment. Additionally, the Company provides unspecified software upgrades and enhancements related to
most of these products through maintenance contracts. Accordingly, the Company accounts for revenue for these
products in accordance with Statement of Position No. 97-2, “Software Revenue Recognition,” and all related
interpretations.

The Company uses the residual method to recognize revenue when an agreement includes one or more
elements to be delivered at a future date. If there is an undelivered element under the arrangement, the Company
defers revenue based on vendor-specific objective evidence of the fair value of the undelivered element, as
determined by the price charged when the element is sold separately. If vendor-specific objective evidence of fair
value does not exist for all undelivered elements, the Company defers all revenue until sufficient evidence exists
or all elements have been delivered.

The Company accrues for sales returns and other allowances, such as channel partner programs and
incentive offerings including special pricing agreements, promotions and other volume-based incentives as a
reduction to revenues upon shipment based upon our contractual obligations and historical experience. Co-op
marketing funds are accounted for in accordance with EITF Issue No. 01-9, “Accounting for Consideration
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Given by a Vendor to a Customer or a Reseller of the Vendor’s Products.” Under these guidelines, the Company
accrues for co-op marketing funds as a marketing expense if it receives an identifiable benefit in exchange and
can reasonably estimate the fair value of the identifiable benefit received; otherwise, it is recorded as a reduction
to revenues.

Research and Development Expenditures:

Research and development expenditures are charged to operations as incurred and consist primarily of
compensation costs, including stock compensation costs, outside services, expensed materials, depreciation and
an allocation of overhead expenses, including facilities and IT costs. Software development costs incurred prior
to the establishment of technological feasibility are included in research and development and are expensed as
incurred. After technological feasibility is established, material software development costs are capitalized. The
capitalized cost is amortized on a straight-line basis over the estimated product life, or on the ratio of current
revenues to total projected product revenues, whichever is greater. To date, the period between achicving
technological feasibility, which the Company has defined as the establishment of a working model, which
typically occurs when beta testing commences, and the general availability of such software has been short and
software development costs qualifying for capitalization have been insignificant. Accordingly, the Company has
not capitalized any software development costs.

Advertising:

The Company expenses the production costs of advertising as the expenses are incurred. The production
costs of advertising consist primarily of trade shows, magazine and radio advertisements, agency fees and other
direct production costs. Advertising expense for the years ended December 31, 2007, 2006 and 2005 was $27.9
million, $26.1 million, and $26.1 million, respectively,

Income Taxes:

The Company accounts for income taxes under the Hability method, which recognizes deferred tax assets
and liabilities determined based on the difference between the financial statement and tax basis of assets and
liabilities using enacted tax rates in effect for the year in which the differences are expected to affect taxable
income. Valuation allowances are established to reduce deferred tax assets when, based on available objective
evidence, it is more likely than not that the benefit of such assets will not be realized.

On January 1, 2007, the Company adopted the provisions of FASB Interpretation No. 48, “Accounting for
Uncertainty in Income Taxes—an interpretation of FASB Statement No. 109" (“FIN 487}, which clarifies the
accounting for uncertainty in income tax positions. This interpretation requires the Company to recognize in the
consolidated financial statements only those tax positions determined to be more likely than not of being
sustained. Upon adoption, the Company decreased its reserves for uncertain tax positions by $12.6 million. A
$3.4 million decrease in relation to interest and penalties and various tax reserves was accounted for as a
cumulative adjustment to the beginning balance of retained earnings. A $9.2 million decrease related to
pre-acquisition tax reserves was accounted for as an adjustment to goodwill. In addition, the Company
recognized certain net operating loss carryovers of PictureTel that had not been recognized previously. This
resulted in the establishment of a deferred tax asset of $40.4 million and a corresponding reduction in goodwill.
The Company continues to follow the practice of recognizing interest and penalties related to income tax matters
as a part of provision for income taxes.

Foreign Currency Translation:

The financial statements of the Company’s foreign subsidiaries that operate where the functional currency is
not the U.S. dollar are remeasured to U.S dollars at year-end exchange rates for monetary assets and liabilities
while non-monetary items are remeasured at historical rates. Income and expense accounts are translated at the
average rates in effect during the year, except for depreciation which is translated at historical rates. Foreign
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exchange gains and losses have not been significant to date and have been recorded in results of operations. The
functional currency of DSTMedia Technology Co., Ltd. (DSTMedia}, a wholly-owned subsidiary in China, is the
Chinese Yuan (CNY). The functional currency of KIRK telecom A/S and KIRK scantel A/S | wholly owned
subsidiaries in Denmark, is the Danish Krone (DKK). Adjustments resulting from translating the foreign
currency financial statements of DSTMedia, KIRK telecom A/S and KIRK scantel A/S into the U.S. dollar are
included as a separate component of “Cumulative other comprehensive income (loss).”

Derivative Instruments:

The accounting for changes in the fair value of a derivative depends on the intended use of the derivative
and the resulting designation. For a derivative instrument designated as a cash flow hedge, the effective portion
of the derivative’s gain or loss is initially reported as a separate component of cumulative other comprehensive
income (loss) and subsequently reclassified into earnings when the hedged exposure affects earnings. The
ineffective portion of the gain or loss is reported in earnings immediately. For derivative instruments that are not
designated as accounting hedges, changes in fair value are recognized in earnings in the period of change. The
Company does not hold or issue derivative financial instruments for speculative trading purposes. The Company
enters into derivatives only with counterparties that are among the largest U.S. banks, ranked by assets, in order
to minimize its credit risk.

Computation of Net Income Per Share From Continuing Operations:

Basic net income per share from continuing operations is computed by dividing net income from continuing
operations by the weighted average number of common shares outstanding for the period less common stock
subject 1o repurchase. Diluted net income per share from continuing operations reflects the additional dilution
from potential issuances of common stock, such as stock issuable pursuant to the exercise of stock options and
warrants outstanding and shares of common stock subject to repurchase. Potentially dilutive shares (including
shares of common stock which are subject to repurchase) are excluded from the computation of diluted net
income per share from continuing operations when their effect is antidilutive.

Fair Value of Financial Instruments:

Carrying amounts of certain of the Company’s financial instruments including cash and cash equivalents,
accounts receivable, accounts payable and other accrued liabilities approximate fair value due to their short
maturities. Estimated fair values of short-term and long-term investments are based on quoted market prices for
the same or similar instruments.

Stock Based Compensation:

On January 1, 2006, the Company adopted Statement of Financial Accounting Standards No. 123 (revised
2004), “Share-Based Payment,” (“SFAS 123(R)”), which requires the measurement and recognition of
compensation expense for all share-based payment awards made to employees and directors, including equity
awards related to the 2004 Equity Incentive Plan (“employee equity awards™) and employee stock purchases
related to the Employee Stock Purchase Plan (“employee stock purchases’) based on estimated fair values. SFAS
123(R) supersedes the Company’s previous accounting under Accounting Principles Board Opinion No. 25,
“Accounting for Stock Issued to Employees” (“APB 25™) for periods beginning in fiscal 2006. In March 2005,
the Securities and Exchange Commission issued Staff Accounting Bulletin No. 107 (“SAB 107”) relating to
SFAS 123(R}. The Company has applied the provisions of SAB 107 in its adoption of SFAS 123(R).

SFAS 123(R) requires companies to estimate the fair value of share-based payment awards on the date of
grant using an option-pricing model. The value of the portion of the award that is ultimately expected to vest is
recognized as expense over the requisite service period in the Company’s Consolidated Statements of Operations.
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Prior to the adoption of SFAS 123(R), the Company accounted for employee equity awards and employee stock
purchases using the intrinsic value method in accordance with APB 25 as allowed under Statement of Financial
Accounting Standards No. 123, “Accounting for Stock-Based Compensation” (“SFAS 1237). Under the intrinsic
value method, no stock-based compensation expense had been recognized in the Company’s Consolidated
Statements of Operations, other than as refated to acquisitions, because the exercise price of the Company’s stock
options granted to employees and directors equaled the fair market value of the underlying stock at the date of
grant. Stock-based compensation expense related to acquisitions was less than $0.1 million for the year ended
December 31, 2005.

The Company adopted SFAS 123(R) using the modified prospective transition method, which requires the
application of the accounting standard as of Janvary 1, 2006, the first day of the Company’s fiscal year 2006. The
Company’s Consolidated Financial Statements as of and for the years ended December 31, 2007 and 2006 reflect
the impact of SFAS 123(R). In accordance with the modified prospective transition method, the Company’s
Consolidated Financial Staternents for prior periods have not been restated to reflect, and do not include, the
impact of SFAS 123(R). Stock-based compensation expense recognized under SFAS 123(R) for the years ended
December 31, 2007 and 2006 was $41.7 million and $23.3 million, respectively, which consisted of stock-based
compensation expense related to employee equity awards and employee stock purchases.

Stock-based compensation expense recognized during the period is based on the value of the porticn of share-
based payment awards that is ultimately expected to vest during the period. Stock-based compensation expense
recognized in the Company’s Consolidated Statements of Operations for the years ended December 31, 2007 and
2006 included compensation expense for share-based payment awards granted prior to, but not yet vested as of
December 31, 2005 based on the grant date fair value estimated in accordance with the pro forma provisions of
SFAS 123 and compensation expense for the share-based payment awards granted subsequent to December 31,
2005 based on the grant date fair value estimated in accordance with the provisions of SFAS 123(R). Compensation
expense for all share-based payment awards is recognized using the graded vesting method. As stock-based
compensation expense recognized in the Consolidated Statements of Operations for the years ended December 31,
2007 and 2006 is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. SFAS
123(R) requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if
actual forfeitures differ from those estimates. In the Company’s pro forma information required under SFAS 123 for
the periods prior to fiscal 2006, the Company accounted for forfeitures as they occurred.

The fair value of stock option awards is estimated at the grant date using the Black-Scholes option valuation
model. The Company’s determination of fair value of stock option awards on the date of grant using an option-
pricing model is affected by the Company’s stock price as well as assumptions regarding a number of highly
complex and subjective variables. These variables include, but are not limited to, the Company’